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Dear Stackholder, Washington, DC 20549

We are pleased to reporc that Botetourt
Bankshares, Inc. enjoyec a successful year
in 2007. In a very challenging banking
environment, net earnings for the year
amounted to $3,359,843, a decrease of
| 3.37% from the record earnings that the
Company enjoyed in 2006. Both basic
and diluted carnings per share decreased
by $0.10 from $2.80 at December 31,
2006, to $2.70 at December 31, 2007.
Return on average assets amounted to
1.24%, as compared ta 1.41% for the prior
year and return on stockholders’ equity
amounted to 13.47%, as compared to
15.18% in 2006. Total assets increased
by 9.93% to $279,631,367 at year-end.

As a result of continued strong earnings

performance, the Company's quarterly
dividend payment, paid on February
10, 2008, was increased to $0.21 per

share, an increase of 5.00%, marking the L
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AL Decc:mber 31, 2007 amounted to $248,105,967, an increase of 9.19%. Your Company’s subsidiary, B’mk Of g

lnliéd 6 hoid the largest deposnt base of all financial institurions located in Botetourt County, Virginia, \Wd’l‘l

e

3""l{‘llﬁf-i%! 3% rmrkLt shara 4t june 30 2007. Bank of Botetourt also increased market share in its ewo other markets, Roanolg
and Rackbridge counties, gmﬂlfgﬁuﬂ In Nevember 2007, Bank of Botetourt openced its ninth office, located ar LakeWitcis i
Plantation, near Smith Iﬂmms&ﬁ Lake in Franklin County, Virginia. Addirionally, the Bank purchased property lcoca(:&(fﬁs.r s
Natural Bridge Starion m]becti‘gb‘e:}z{}@? dhe Bank’s third office in Rockbridge County, which opened for business in February

1008 The cobtinued growth of the Bank also resulted in a renovartion and expansion of the Lmnwdmmlstranon Center ;g- Rt s
located in Trourvilic, which was completed in the fourth quarter of 2007. Simultancously expanding the Bank’s footpnm 1% ’

Facshue.s !ulg xﬁmgmp proﬁtabllm,r was accompllshed in 2007.
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$CT ¥ N): Wmeﬁ wwmam in Gur markets, askher loans increased by 12.34% to $235,388,641. Asserquahty remamed o

st.rongf, {w th 82 19% of the Bank's total loan portfolio consisting of loans secured by real estate. In 2007, net charge-offs amounted

0 0.22% of average toral loans, which compares favorably to other banks in our peer group. The Bank’s provision for loan
losses was reduced in 2007 to $275,000 from $300,000 in 2006 as the result of 2 modification of our allowance for loar loss
estimate, after giving considem&:'i@n £ the Federal Financial Institutions Examinarion Council’s interagency statement. The

Bank’s allowance for foan losses a5 agercentqge of total gross loans outstanding at the end of 2007 was 0.96%. Mandg

considers the allowance for Joan Josses to be appropriate and adequate.
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This past year proved to be quite unstable in the financial services sector, with the sub-prime mortgage loan issue producing
much turmoil in the marketplace. Your Company does not engage in sub-prime lending activities and additionally, has no

instruments in its investment portfolio associated with sub-prime loan pools.

The economic outlook for the coming year is mixed ar best. Qur local markets are blessed in the fact that the local cconomy is
very diverse and not dependent upon one major industry. The overaltl national economy continues to show signs of weakness,
with the Federal Open Marker Committee having reduced short-term interest rates by 200 basis points since year-end 2007 in
an attempt to give renewed impetus 1o the current economic slowdown. Additionally, congressional fiscal policy action has

been taken to provide economic stimulus in the form of cash rebates to most tax-filing citizens,

While reduced interest rates are beneficial to the borrowing publie, it is not necessarily welcomed news for the saving depositors.
Bank of Boterourt will continue to face a narrowing net interest margin in 2008 as a result of lower interest rates, which will

place additional pressure on earnings growth. During both prospering and challenging economic times, Bank of Botetourt has

_steadily managed your investment in our Company.

-
Your Company’s management team and your board of directors remain committed to “Taking Care of You”, the Company's

mlﬁlonof professionally and personally serving our customers, employees, stockholders and communities. Thank you for your

contlﬁued{,?upport of Botetourt Bankshares, Inc. and community banking. TS
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Financial Highlights Summary

The financial Highlights Summary is provided to give a concise overview of relevant historical financial dara and
ratios. The unaudited data is in thousands of dollars, except per share date. To fully understand and evaluate Botetourt
Bankshares, Inc.’s financial condition and its results of operations, one should be read the Company's Form 10-K
which includes its audited consolidated financial statements, accompanying notes, and management's discussion and
analysis.

2007 2006 2005 2004 2003
Summary of Operations
Interest income $ 18,994 $ 16955 $ 13,881 $ 11,702 $ 10,876
Interest expense 8,073 6,084 4,070 3,340 3,686
Net interest income 10,921 10,871 9,811 8,362 7,190
Provision for loan losses 275 300 450 725 625
Other income 1,678 1,794 1,918 1,633 1,724
Other expense 7415 7315 6,625 5,834 5,569
Income raxes 1,549 1,573 1,444 1,036 794
Net income $ 3360 3477 $ 3210 $ 2,400 $ 1,926
Per Share Data
Basic earnings per share $ 2.70 3 2.80 $ 260 $ 1.95 $ 1.57
Diluted earnings per share 2.70 2.80 2.60 1.95 1.56
Cash dividends declared 0.80 0.72 0.60 0.46 0.38
Book value 21.28 19.02 17.53 15.78 14.43
Year-end Balance Sheet Summary
Loans, net $ 235,389 $ 209,541 $ 183,353 $ 168,955 $ 144,388
Securities 22,515 26,864 30,224 26,452 30,204
Total assets 279,632 254,382 238,534 213,346 195,965
Deposits 248,106 227,229 215,843 192,647 173,403
Stockholders' equity 26,451 23,623 21,735 19,456 17,758
Interest-earning assets $ 260,415 $ 239,070 $222,891 $ 201,516 $ 176,530
Interest-bearing liabilities 217,797 164,802 184,478 164,857 153,001
Selected Ratios
Return on average asscts 1.2% 1.4% 1.4% 1.2% 1.0%
Rerurn on average equity 13.5% 15.2% 15.6% 13.0% 11.3%

Dividends declared as percent of

net income 29.6% 25.7% 23.19% 23.6% 24.3%
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Officers

H. Watss Steger, 111
Chairman & CEQ

G. Lyn Hayth, II1
President

Michelle A. Alexander
Senior Vice President

Chief Financial Officer

P. Duaine Fitzgerald
Senior Vice President
Financial Services

Andrew T. Shotwell
Senior Vice President
Bank Operations

Jennifer S. Theimer
Senior Vice President

Chief Risk Officer

Vicky M. Wheeler
Senior Vice President
Branch Administration

Barbara GG. Anderson
Vice President
Compliance & Training

Brenda G. DeHaven
Vice President
Internal Auditor

Marty R. Francis
Vice President
Commercial Lending

George E. Honts, IV

Vice President
Commercial Lending

Garland L. Humphries
Vice President
Credir Administration

Linda R. McMillan
Vice President
Business Development
Cindy K. Pierson
Vice President

Bank Operations

Duane L. Burks
Assistant Vice President

Retail Development Officer

Paul M. Murphy
Assistant Vice President
Credit Analyst

Tammy S. Talbott
Assistant Vice President &
Branch Manager

Karen R. Thrasher
Assistant Vice President &
Branch Manager

Stephanie L. White
Assistant Vice President &
Branch Manager

Paula E. Bussey
Branch Manager

Cindy H. Bower
Branch Manager

Kathy M. Caldwell
Branch Manager &
Commercial Loan Officer

Edna W. Hazelwood
Branch Manager

Cari J. Humphries
Marketing Officer

Shelley M. Martin
Branch Manager

Deborah W. Plogger
Manager

Rockbridge Title
Services, LLC

Stephanie D. Ponton < B

Branch Man'tger /' 3

Paula A. Rhode~ n
Assistant Qperagqn,; OfﬁLer

Tina M. Slmpb()ﬂ _"“."."J
Branch Mfm{fru; ¥
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Employees

Bank School Graduate

Paul M. Murphy

Assistant Vice President
Credit Analyst

Bank of Botetourt employee Paul M. Murphy was among the 67 bankers
receiving graduation certificates on August 3, 2007 from the Virginia
Bankers School of Bank Management at the University of Virginia in
Chatlottesville. The three-year school is sponsored by the Virginia Bankers
Assaciation in cooperation with the Mclntire School of Commerce at the
Universicy.

Those receiving diplomas completed the Bank Management Course, which
requires attendance on campus for three one-week resident sessions with
extensive bank study assignments between sessions. Graduates broadened
their knowledge in all aspects of banking, economics, and related subjects.

Murphy is the Assistant Vice President & Credit Analyst at Bank of
Botetourt’s Loan Administration Center in Troutville. A Roanoke narive,
Murphy graduated from Virginia Military Institute in 2002 with a Bachelor
of Arts degree in Business & Economics. Murphy joined Bank of Botetourt
in 2002, shortly after his graduarion from VMI. He currently resides in the
Roanoke area with his wife Lori.

Patsy Burpess Craft

Retirement

Patsy B. Craft, Branch Manager of Bank of Botetourt's Eagle Rock office,
retired on April 30, 2007. A native of Eagle Rock, she attended Eagle Rock
High School and graduated from James River High School in 1961 as part
of the second graduating class. After high school, Craft began her banking
career the same year, working for Eagle Rock Bank, Inc. as a teller and
bookkecper under Mr. G.G. Burgess, her father and the bank's president at
the time. She also worked for several years at First National Bank in Clifton
Forge. Since 1976, Patsy has worked with her sisters, Kitty and Betty, until
Betry'’s recirement in 2000.

Craft joined Bank of Botetourt in 1993 as a Head Teller when the branch
was purchased from Dominion Bank. She was later promoted to Branch
Manager in 2001 and has served in that capacity for over six years.

After her retirement, Craft plans to remain active by continuing to teach
aerobics and pursue her favorite hobbies, which include: snow skiing,
camping, reading, beating and motorcycle riding. She and her husband hope
to do some traveling as well. Patsy is married to Sonny, and they have two
grown children, Pam and Tim. Patsy and Sonny currently reside in cthe town
of lron Gate with their two miniature schnauzers, Ellie and Katie.
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Grand Opening

;].Tal{eWatqh Office Ribbon Cutring Ceremony
h Jq - Moneta, Virginiz 2007

| .. Voo
* Natwral Bridge Office Ribbon Cutting Ceremony
' Natural Bridge Station, Virginia 2008
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Stockholder Information

Annual Meeting
The annual meeting of stockholders wilt be held at 2:30 p.m. on Wednesday, May 14, 2008, at the Buchanan Theatre, Main

Street, Buchanan, Virginia.

Requests for Information

Requests for information should be directed to Mr. H. Watts Steger, [1I at Boterourt Bankshares, Inc., Post Office Box 339,
Buchanan, Virginia, 24066; telephone (540} 591-5000.

Independent Auditors Stock Transfer Agent
Elliott Davis, LLC Botetourr Bankshares, Inc.
Certified Public Accountants Post Office Box 339
Post Office Box 760 Buchanan, Virginia 24066

Galax, Virginia 24333

Federal Deposit Insurance Corporation

The Bank is a member of the FDIC. This statement has not been reviewed, or confirmed for accuracy or relevance, by the
Federal Deposit Insurance Corporation.

Bankin ces
Buchanan Office Loan Administration Center
19747 Main Street - Buchanan 21 Stoney Battery Road - Troutville
{540) 254-1721 (540) 966-3850
Daleville Office Peters Creek Office
670 Roanoke Road - Daleville 3130 Peters Creek Road - Roanoke
{540) 992-4777 (540) 777-2010
Eagle Rock Office Fairfield Office
38 Railroad Avenue - Eagle Rock 5905 North Lee Highway - Fairfield
{540) 884-2265 (540) 377-5270
Troutville Office Investment Securities
5462 Lee Highway - Troutville 5462 Lee Highway - Troutville
(540) 966-3850 (540) 473-1224
Bonsack Office Mortgage Centers
3801 Challenger Avenue - Roanoke Daleville & Bonsack (540) 966-5626
(540) 777-2265 Lexingron (540) 463-5626
Lexington Office Operations Center
65 East Midland Trail - Lexingron 19800 Main Street - Buchanan
{540) 463-7224 (540) 473-1173
LakeWatch Office Natural Bridge Office
51 Firstwatch Drive - Moneta 9 Lloyd Tolley Road - Natural Bridge Station
{540) 719-1880 (540) 291-1881

www.bankofbotetourt.com
info@bankofbotetourt.com




UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, DC 20549

FORM 10-K

(Mark One)
Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the fiscal year ended December 31, 2007

[] Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
Commission File Number; (00-49787

BOTETOURT BANKSHARES, INC. __.

(Exact Name of Issuer as Specified in Its Charter)

Virginia 54-1867438 Wl Proseing
(State of Incorporation) (LR.S. Employer ldentification Number} o
19747 Main Street ABO 12 0Ny
Buchanan, Virginia 24066
(Address of Principal Executive Offices) (Zip Code) Washington: ]
104

Registrant’s telephone number, including area code: (540) 591-5000

Securities registered pursuant to Section 12(b) of the Exchange Act: None
Securities registered pursuant to Section 12(g) of the Act: Common Stock, par value $1.00

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. Yes [] No [X

Indicate by check mark if the registrant is not required to file reports pursuvant to Section 13 or Section 15(d) of
the Act. Yes [ ] Mo

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the regisirant was
required to file such reports), and (2} has been subject 1o such filing requirements for the past 90 days.

Yes No [J

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements
incorporated by referznce in Part 11 of this Form 10-K or any amendment to this Form 10-K. []

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated

filer, or a smaller reporting company. See the definitions of “large accelerated filer,” “accelerated filer” and “smaller
reporting company” in Rule 12b-2 of the Exchange Act.

Large accelerated filer [] Accelerated filer []

Non-accelerated filer [] Smaller reporting company

(Do not check if' a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the
Act). Yes [] No

The aggregate market value of the voting and non-voting common equity, consisting solely of common stock,
held by non-affiliates of the issuer (1,015,449 shares) computed by reference to the closing price of such stock was
$43,664,307 as of June 30, 2007.

The number of shares of outstanding common stock of the issuer as of March 27, 2008 is 1,244,925,
DOCUMENTS INCORPORATED BY REFERENCE/
Portions of the definitive Proxy Statement dated March 31, 2008 (o be delivered to shareholders in connection

with the annual meeting of stockholders to be held May 14, 2008, are incorporated by reference into Form 10-K Part
I, Items 10, 11, 12, 13 and 14.
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Form 10-K
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PART 1
Item 1. Business
General

Botetourt Bankshares, Inc. (the “Company™} was incorporated as a Virginia corporation on January 17, 1997
and is the one-bank holding company for and sole sharcholder of Bank of Botetourt (the “Bank™). The Bank was
acquired by the Company on September 30, 1997. The Company has no significant operations other than owning
the stock of the Bank.

Bank of Botetourt was founded in 1899 and currently operates ten offices in four counties of Virginia. The
main office is in Buchanan, with other Botetourt County office locations in Daleville, Eagle Rock and Troutville.
The Bank’s operations center is located in Buchanan and the Bank’s loan administration center is Jocated in
Troutville. The Roanoke County offices are located on Challenger Avenue in east Roanoke County and on Peters
Creek Road in north Roanoke County. The Rockbridge County offices are located in Lexington, Fairfield, and
Natural Bridge Station. The Franklin County office is located at First Watch Drive in Moneta.

Location and Service Area

A substantial portion of the Company’s market is located in the larger Roancke Valley Metropolitan
Statistical Area (MSA). This MSA varies widely with a medium-sized city, large rural base, mostly small
businesses in many different manufacturing and service industries, and relatively modest governmental
employment. The Roanoke MSA is the commercial center for southwest Virginia, and is located approximately
165 miles west of Richmond, Virginia, 178 miles northeast of Charlotte, North Carolina, 178 miles southeast of
Charleston, West Virginia and 222 miles southwest of Washington, D.C. Virginia Western Community College,
Roanoke College, Hollins University, Jefferson College of Health Sciences, National College, ECP1 College of
Technology, Dabney S. Lancaster Community College, Virginia Military Institute, Washington and Lee
University, and Southern Virginia University are located in Bank of Botetourt’s market areas. The Roanoke
Higher Education Center along with Greenfield Education & Training Center, located in Botetourt County,
makes higher education and workforce training assessable in the region. Virginia Tech and Radford University
are each a 45-minute drive away. Virginia Tech and Carilion have announced plans to create a jointly operated
private medical school, located in downtown Roanoke, adjacent to Carilion Roanoke Memorial Hospital.

The population in the Roanoke MSA was estimated at 295,050 at year-end 2006 and projected to be 302,200
by 2010. The Roanoke MSA’s recent growth has been slower than that in other key Virginia markets, according
to the Virginia Employment Commission. The Roanoke MSA had an unemployment rate of 3.4% in December
2007, compared with 3.3% for Virginia and 4.8% nationally.

Over 6,500 businesses operate in the Roanoke MSA. The business community in the Roanoke MSA is
diverse. The principal components of the economy are retail trade, services, transportation, manufacturing,
finance, insurance, health care and real estate. The Roanoke MSA’s position as a regional center creates a strong
medical, legal, and business professional community. Carilion Health Systems, Lewis-Gale Hospital, and the
Veterans Administration Hospital are among the area’s largest employers, although they do not directly affect the
Company’s performance, since these employers are not close to the Bank’s current branch locations. Other large
employers include Norfolk Southern Corporation, Wachovia Corporation, The Kroger Co., General Electric Co.,
Advance Stores Company, Inc., ITT Night Vision and American Electric Power. Major employers located
directly in the Bank's branch market of Rockbridge County, Botetourt County and northeast Roanoke County
include Mohawk Carpet, local school districts, Dynax America Corporation, Roanoke Cement Company, JTEKT
Corporation (formerly Koyo Steering Systems of USA, Inc.), Virginia Forge, and Gala Industries.

Banking Services

The Bank operates for the primary purpose of providing an adequate return to our shareholders while safely
meeting the banking needs of individuals and small to medium sized businesses in the Bank’s service area and
developing personal, hometown associations with these customers. The Bank offers a wide range of banking
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services including checking and savings accounts; commercial, installment, mortgage and personal loans. Other
Bank services include safe deposit boxes, notary public, Medallion signature guarantees, consumer online
banking and bill payment, cash management services through business online banking, VISA Travel Money
cards, wire transfers, direct deposit of payroll and social security checks and automatic drafts for various
accounts. We operate proprietary automated teller machines and offer surcharge free ATMs at Sheetz locations
and by participating in the No Sur program. We also offer VISA credit and debit card services.

The Bank’s primary sources of revenue are interest income from its lending activities, and, to a lesser
extent, from its investment portfolio. The Bank also earns fees from lending and deposit activities. The major
expenses of the Bank are interest on deposit accounts and general and administrative expenses, such as salaries,
occupancy and related expenses. The Bank does not provide trust services, Buchanan Service Corporation, a
subsidiary of Bank of Botetourt, provides non-traditional banking services for customers of the Bank, including
insurance services, title insurance services, and investment brokerage services.

Lending Activities

The Bank’s lending services include real estate, commercial, agricultural and consumer loans. The loan
portfolio constituted 91.27% of the earning assets of the Bank at December 31, 2007 and has historically
produced the highest interest rate spread above the cost of funds. The Bank’s loan personnel have the authority to
extend credit under guidelines established and approved by the Board of Directors. Any aggregate credit that
exceeds the authority of the loan officer is forwarded to the Management Loan Committee for approval. The
Management Loan Committee is composed of the President, Vice President—Credit Administration, and senior
commercial lending officers. Any aggregate credit that exceeds the authority of the Management Loan
Committee is forwarded to the Loan Committee which is composed of the Bank Chairman and CEO, President,
Chief Risk Officer, the Vice President—Credit Administration, all commercial loan officers, and three outside
directors. All aggregate credits that exceed the Loan Committee’s lending authority are presented to the full
Board of Directors for ultimate approval or denial. The Loan Committee not only acts as an approval body to
ensure consistent application of the Bank’s loan policy, but also provides valuable insight through
communication and pooling of knowledge, judgment and experience of its members.

The Bank has in the past and intends to continue to make most types of real estate loans, including but not
limited to, single ard multi-family housing, farm loans, residential and commercial construction loans and loans
for commercial real estate. At the end of 2007 the Bank had 28.33% of the loan portfolio in single and multi-
family housing, 30.71% in non-farm, non-residential loans, 4.19% in farm related real estate loans and 18.96% in
real estate construction and land development loans. The Bank’s loan portfolio also includes commercial and
agricultural production loans totaling 11.03% of the portfolio at year-end 2007.

Consumer loans make up approximately 5.39% of the total loan portfolio at December 31, 2007. Consumer
loans include loans for household expenditures, car loans and other loans to individuals, including credit cards.
While this category has experienced a greater percentage of charge-offs than the other classifications, the Bank is
committed to contiriue to make this type of loan to fill the needs of the Bank’s customer base. Other toans and
leases, including loans to municipalities, amounted to 1.39%.

All loans in the Bank’s portfolio are subject to risk from the condition of the economy in the Bank’s area
and also that of the nation. The Bank has used and continues to use conservative loan-to-value ratios and
thorough credit eva_uation to lessen the risk on all types of loans. The use of conservative appraisals has also
reduced exposure on real estate loans. The Bank does not engage in sub-prime lending activities, a current issue
facing the banking and mortgage industries. Thorough credit checks and evaluation of past internal credit history
has helped to reduce the amount of risk related to consumer loans. Government guarantees of loans are used
when appropriate but apply to a very small percentage of the portfolio. Commercial loans are evaluated by
collaieral value and cash flow, including the ability to service debt. Businesses seeking loans must have a good
preduct line and salzs, responsible management, manageable debt load and a product that is not critically affected
by downtums in the economy.




Investments

The Bank invests a portion of its assets in U.S. Treasury issues, Government-sponsored enlerprises, state,
county and municipal obligations, and equity securities. The Bank’s investments are managed in relation to loan
demand and deposit growth and are generally used to provide for the investment of excess funds at reduced
yields and risks relative to increases in loans or to offset fluctuations in deposits. The Bank does not engage in
any hedging activities.

Deposit Activities

Deposits are the major source of funds for lending and other investment activities. The Bank considers the
majority of its regular savings, demand, NOW and money market deposits and small denomination certificates of
deposit, to be core deposits. These accounts comprised approximately 78.30% of the Bank’s total deposits at
December 31, 2007. Certificates of deposit in denominations of $100,000 or more represented the remaining
21.70% of deposits at year end. At December 31, 2007 the Bank had no brokered deposits.

Company Website and SEC Filings

The Company maintains an internet website at www .bankofbotetourt.com, This website contains
information relating to the Company and its business. Stockholders of the Company and the public may access
the Company'’s periodic and current reports, including annual reports on Form 10-K, quarterly reports on Form
10-Q and current reports on Form 8-K, and any amendments to those reports, filed with or furnished to the SEC
pursuant to Section 13(a) or 15(d) of the Securities and Exchange Act of 1934, as amended, through the
“Shareholder Relations™ section of the Company’s website. The reports are made available on this website as
soon as practicable following the filing of the reports with the SEC. This information is free of charge and may
be reviewed, downloaded and printed from the website at any time.

Employees

At December 31, 2007, the Company had 87 full time and 10 part time employees, none of which are
represenied by a union or covered by a collective bargaining agreement. Management considers employee
relations 10 be good.

Competition

The Company encounters strong competition both in making loans and in attracting deposits. The
deregulation of the banking industry and the widespread enactment of state laws that permit multi-bank holding
companies as well as an increasing level of interstate banking have created a highly competitive environment for
commercial banking. In one or more aspects of its business, the Company competes with other commercial
banks, savings and loan associations, credit unions, finance companies, mutual funds, insurance companies,
brokerage and investment banking companies, and other financial intermediaries. Many of these competitors
have substantially greater resources and lending limits and may offer certain services that we do not currently
provide. In addition, many of the Company’s competitors are nol subject to the same exiensive federal
regulations that govern bank holding companies and federally insured banks. Recent federal and state legistation
has heightened the competitive environment in which financial institutions must conduct their business.
Accordingly, the potential for competition among financial institutions of all types has increased significantly.

The Company competes by relying upon specialized services, responsive handling of customer needs, and
personal contacts by its officers, directors, and staff. Large multi-branch banking competitors tend to compete
primarily by rate and the number and location of branches while smaller, independent financial institutions, like
the Bank, tend to compete primarily by a combination of rate and personal service.

Currently, in Botetourt County, the Company competes with six other commercial banks that operate i4
branches in the county. In the Federal Deposit Insurance Corporation’s Summary of Deposits for June 30, 2007,
the Company held 40.23% of the deposits in Botetourt County, which represents the largest market share of all
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financial institutions. The Company held 14.43% of the market-share of Rockbridge County and 4.22% of the
market share of Roanoke County. The Company did not have a presence in Franklin County at the June 30, 2007
measurement date.

Government Supervision and Regulation

The following discussion is a summary of the principal laws and regulations that comprise the regulatory
framework that apply to the Company and the Bank. Other laws and regulations that govern various aspects of
the operations of bunks and bank holding companies are not described, although violations of such laws and
regulations could result in supervisory enforcement action against the Company or the Bank. The following
descriptions summarize the material terms of the principal laws and regulations and are qualified in their entirety
by reference to applicable laws and regulations.

General

The Sarbanes-Oxley Act of 2002 was signed into law on July 30, 2002. It comprehensively revised the laws
affecting corporate governance, accounting obligations and corporate reporting for companies with equity or debt
securities registerec under the Securities Exchange Act of 1934, Compliance with this complex legislation and
with subsequent Securities and Exchange Commission rules has since been a major focus of all public
corporations in the United States, including the Company. Among the many significant provisions of the
Sarbanes-Oxley Act, Section 404 and related Securities and Exchange Commission rules created increased
scrutiny by internal and external auditors of our systems of internal controls over financial reporting. While
management expects the Company to continue incurring additional expenses in complying with the requirements
of the Sarbanes-Oxley Act, it anticipates that those expenses will not have a material effect on the Company’s
results of operations or financial condition.

As a bank holkling company, the Company is subject to regulation under the Bank Holding Company Act of
1956, as amended (the “BHCA™), and the examination and reporting requirements of the Board of Governors of
the Federal Reserve System (the “Federal Reserve™). Under the BHCA, a bank holding company may not
directly or indirectly acquire ownership or control of more than 5% of the voling shares or substantially all of the
assets of any additional bank or merge or consolidate with another bank holding company without the prior
approval of the Fed=ral Reserve. The BHCA also generally limits the activities of a bank holding company to that
of banking, managing or controlling banks, or any other activity that is determined to be so closely related to
banking or to managing or controlling banks.

The Gramm-1:ach-Bliley Act (the “GLBA™) was enacted in November 1999 and broadly rewrote financial
services legislation. The GLBA repealed affiliation and management interlock prohibitions of the Depression-era
Glass-Steagall Act and added new substantive provisions to the non-banking activities permitted under the
BHCA with the creation of the financial holding company. Subject to restrictions, the GLBA permits financial
holding companies o directly engage in a broader range of activities than are permissible for a bank holding
company. These include underwriting insurance, providing investment advice and underwriting securities, among
others.

In order for a bank holding company to qualify as a financial holding company, all of its depository
subsidiaries (i.c., banks and thrifts) must be well capitalized and well managed, and must have a satisfactory
Community Reinvestment Act (“CRA”) rating, The bank holding company also must declare its intention to
become a financial holding company 1o the Federal Reserve.

The Company meets all of the requirements to become a financial holding company, but currently has not
made an election with the Federal Reserve to become a financial holding company.

As a state-chariered bank, the Bank is subject to regulation, supervision and examination by the Virginia
State Corporation Commission’s Bureau of Financial Institutions (“Bureau”). The Bank, not a member bank of
the Federal Reserve System, is also subject to regulation, supervision and examination by the Federal Deposit
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Insurance Corporation (“FDIC™). Federal and Virginia laws also govern the activities in which the Bank may
engage, the investments that it may make and limit the aggregate amount of loans that may be granted to one
borrower to 15% of the bank’s capital and surplus. Various consumer and compliance laws and regulations also
affect the Bank’s operations.

The earnings of the Bank, and therefore the earnings of the Company, are affected by general economic
conditions, management policies and the legislative and governmental actions of various regulatory authorities,
including those referred to above.

The Bureau and FDIC conduct regular examinations of the Bank and review such matters as the adequacy of
loan loss reserves, quality of loans and investments, management practices, compliance with laws, and other
aspects of its operations. In addition to these regular examinations, the Bank must furnish the FDIC with periodic
reports containing a full and accurate statement of its affairs. Supervision, regulation and examination of banks
by these agencies are intended primarily for the protection of depositors rather than shareholders.

Insurance of Accounts, Assessments and Regulation by the FDIC

The deposits of the Bank are insured by the FDIC up to the limits set forth under applicable law. The
deposits of the Bank are also subject to the deposit insurance assessments of the FDIC.

The FDIC has a risk-based deposit insurance assessment system under which the assessment rate for an
insured institution may vary according to regulatory capital levels of the institution and other factors (including
supervisory evaluations). Under this system, depository institutions are charged on a sliding scale based on such
institutions’ capital levels and supervisory subgroup assignment. These rate schedules are subject to future
adjustments by the FDIC. In addition, the FDIC has authority to impose special assessments from time to time.

The FDIC is authorized to prohibit an insured institution from engaging in any activity that the FDIC
determines by regulation or order to pose a serious threat to the respective insurance fund. Also, the FDIC may
initiate enforcement actions against such banks. The FDIC may terminate the deposit insurance of any depository
institution if it determines, after a hearing, that the institution has engaged or is engaging in unsafe or unsound
practices, is in an unsafe or unsound condition to continue operations, or has violated any applicable law,
regulation, order or any condition imposed in writing by the FDIC. It also may suspend deposit insurance
temporarily during the hearing process for the permanent termination of insurance, if the institution has no
tangible capital. If deposit insurance is terminated, the deposits at the institution at the time of termination, less
subsequent withdrawals, shall continue to be insured for a period from six months to two years, as determined by
the FDIC. Management is aware of no existing circumstances that could result in termination of the Bank’s
deposit insurance.

The Federal Deposit Insurance Reform Act of 2005 made certain changes to this federal deposit insurance
program. This Act merged the Bank Insurance Fund (“BIF") and the Savings Association Insurance Fund
(“SAIF") and increased retirement account coverage per depositor from a maximum of $100,000 to $250,000. It
also provides inflationary adjustments above the current $100,000 coverage for deposit insurance on all other
accounts beginning in 2010.

Capital

The FDIC and the Federal Reserve have issued risk-based and leverage capital guidelines applicable 1o
banking organizations that they supervise. Under the risk-based capital requirements, the Company and the Bank
are each generally required to mainiain a minimum ratio of total capital to risk-weighted assets (including certain
off-balance sheet activities, such as standby letters of credit) of 8%. At least half of the total capital is to be
composed of common equity, retained earnings and qualifying perpetual preferred stock, less certain intangibles
(“Tier 1 capital”). The remainder may consist of certain subordinated debt, certain hybrid capital instruments and
other qualifying preferred stock and a limited amount of the loan loss allowance (“Tier 2 capital” and, together
with Tier 1 capital, “total capital”).




In addition, each of the Federal banking regulatory agencies has established minimum leverage capital ratio
requirements for bunking organizations. These requirements provide for a minimum leverage ratio of Tier |
capital 10 adjusted average quarterly assets equal to 3% for bank holding companies that are rated a composite
“1I"” and 4% for all other bank holding companies. Bank holding companies are expected to maintain higher than
minimum capital ratios if they have supervisory, financial, operational or managerial weaknesses, or if they are
anticipating or experiencing significant growth,

The FDIC may take various corrective actions against any undercapitalized bank and any bank that fails to
submit an acceptable capital restoration plan or fails to implement a plan accepted by the FDIC. These powers
include, but are not limited to, requiring the institution to be recapitalized, prohibiting asset growth, restricting
interest rates paid, requiring prior approval of capital distributions by any bank holding company that controls the
institution, requiring divestiture by the institution of its subsidiaries or by the holding company of the institution
itself, requiring new election of directors, and requiring the dismissal of directors and officers. The Bank
presently maintains sufficient capital to remain in compliance with these capital requirements.

The risk-based capital standards of the FDIC and the Federal Reserve expiicitly identify concentrations of
credit risk and the risk arising from non-traditional activities, including an institution’s ability to manage these
risks, as important factors to be taken into account by the agency in assessing an instilution’s overall capital
adequacy. The capital guidelines also provide that an institution’s exposure 1o a decline in the economic value of
its capital due to changes in interest rates be considered by the agency as a factor in evaluating a bank’s capital
adequacy. The FDIC and the Federal Reserve also have issued additional capital guidelines for bank holding
companies that engage in certain trading activities. At present, these guidelines do not apply to the Company.

Other Safety and Soundness Regulations

There are a number of obligations and restrictions imposed on bank holding companies and their depository
institution subsidiaries by Federal law and regulatory policy that are designed to reduce potential loss exposure to
the depositors of such depository institutions and to the FDIC insurance fund in the event that the depository
institution becomes in danger of default or is in default. For example, under a policy of the Federal Reserve with
respect to bank holding company operations, a bank holding company is required to serve as a source of financial
strength to its subsidiary banks and to commit resources to support those banks in circumstances where it might
not do so otherwise. The FDIC’s claim for reimbursement is superior to claims of shareholders of the insured
bank or its holding company but is subordinate to claims of depositors, secured creditors and holders of
subordinated debt (other than affiliates) of the commonly controlled insured bank.

The Federal banking agencies also have broad powers under current Federal law to take prompt corrective
action to resolve problems of banks and other insured institutions. The-Federal Deposit Insurance Act requires
that the federal banking agencies establish five capital levels for insured depository institutions, The category
levels are “well capitalized,” “adequately capitalized,” “undercapitalized,” “significantly undercapitalized,” and
“critically undercapitalized.” It also requires or permits such agencies to take certain supervisory actions should
an insured institution’s capital level fall. For example, an “adequately capitalized™ institution is restricted from
accepting brokered deposits. An “undercapitalized” or “significantly undercapitalized” institution must develop a
capital restoration plan and is subject to a number of mandatory and discretionary supervisory actions. These
powers and authorities are in addition to the traditional powers of the Federal banking agencies to deal with
undercapitalized institutions. Both the Company and the Bank are “well capitalized” under FDIC guidelines.

Laws restrict the interest and charges which the Bank may impose for certain loans. The Bank’s loan
operations also are subject to certain federal laws, such as the Truth in Lending Act, the Home Mortgage
Disclosure Act, the Equal Credit Opportunity Act, and the Fair Credit Reporting Act. The deposit operations of
the Bank also are subject 1o the Truth in Savings Act, the Right to Financial Privacy Act, the Electronic Funds
Transfer Act and Regulation E, the Expedited Funds Availability Act and Regulation CC, and the Bank Secrecy
Act. These and other similar laws result in significant costs to financial institutions and create the potential for
liability to customers and regulatory authorities.



Federal regulatory authorities also have broad enforcement powers over the Company and the Bank,
including the power to impose fines and other civil and criminal penalties, and to appoint a receiver in order to
conserve the assets of any such institution for the benefit of depositors and other creditors.

Reporting Terrorist Activities

The Federal Bureau of Investigation (“FBI™) has sent, and will send, banking regulatory agencies lists of the
names of persons suspected of involvement in the September 11, 2001 terrorist attacks and other attacks as they
may occur and are investigated. The FBI has requested, and will request in the future, that the Bank search its
records for any relationships or transactions with persons on those lists. In addition, on an ongoing basis, the
Office of Foreign Assets Control (“OFAC”), a division of the Department of the Treasury, is responsible for
helping to insure that United States entities do not engage in transactions with “enemies” of the United States. as
defined by various Executive Orders and Acts of Congress. If the Bank finds a name on any transaction, account
or wire transfer that is on an OFAC list, it must freeze that account, file a suspicious activity report and notify the
FBI. The Bank actively checks high-risk OFAC areas such as new accounts, wire transfers and customer files.

In October 2001, the USA PATRIOT Act was enacted to facilitate information sharing among entities
within the government and financial institutions to combat terrorist activities and to expose money laundering.
The USA PATRIOT Act is considered a significant piece of banking law with regard to disclosure of information
related to certain customer transactions. Financial institutions are permitted to share information with one
another, after notifying the United States Department of the Treasury, in order to better identify and report to the
federal government activitics that may involve terrorist activities or money laundering. Under the USA
PATRIOT Act financial institutions are obligated to establish anti-money laundering programs, including the
development of a customer identification program and to review all customers against any list of the government
that contains the names of known or suspected terrorists. The USA PATRIOT Act does not have a material or
adverse impact on the Bank’s products or service, but compliance with this Act creates additional cost of
compliance and a reporting obligation.

Payment of Dividends

The Company is a legal entity separate and distinct from the Bank. Virtually all of the cash revenues of the
Company results from dividends paid to the Company by the Bank. Under Virginia law, a Virginia chartered bank may
not declare a dividend in excess of its retained earnings. As a Virginia corporation, the Bank may not declare a
dividendl if, after the dividend, it cannot pay its debts as they become due or its assets would exceed its liabilities. A
bank may not declare or pay any dividend if, after making the dividend, the bank would be “undercapitalized™, as
defined in regulations of the FDIC. In addition, the Company is subject to various general regulatory policies relating
to the payment of dividends, including requirements to maintain adequate capital above regulatory minimums.

Community Reinvestment

The requirements of the Community Reinvestment Act (“CRA”) are applicable to the Bank. The CRA
imposes on financial institutions an affirmative and ongoing obligation to meet the credit needs of their local
communities, including low-to-moderate income neighborhoods, consistent with the safe and sound operation of
those institutions. A financial institution’s efforts in meeting community credit needs currently are evaluated as
part of the examination process pursuant to a number of assessment factors. These factors also are considered in
evaluating mergers, acquisitions and applications to open a branch or facility. The Company strives to meet the
credit needs of all aspects of iis market, consistent with safe and sound banking practices. Bank of Botetourt
holds an outstanding rating, as publicly disclosed in its most recent CRA examination report issued by the FDIC.

Interstate Banking and Branching

Current Federal law authorizes interstate acquisitions of banks and bank holding companies without
geographic limitation. A bank headquartered in one state is able to merge with a bank headquartered in another
state, as long as neither of the states has opted out of such interstate merger authority prior to such date. Virginia,
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North Carclina, West Virginia and Maryland all permit such mergers. Once a bank has established branches in a
state through an in-erstate merger transaction, the bank may establish and acquire additional branches at any
location in the state where a bank headquartered in that state could have established or acquired branches under
applicable Federal or state law.

Economic and Monetary Polices

The Company’s operations are affected not only by general local economic conditions, but also by the
economic and menetary policies of various regulatory authorities, In particular, the Federal Reserve regulates
money, credit and interest rates in order to influence general economic conditions. These policies have a
significant influence on overall growth and distribution of loans, investments and deposits and affect interest
rates charged on loans or paid for deposits. Federal Reserve monetary policies have had a significant effect on
the operating resulis of commercial banks in the past and are expected to continue to do so in the future.

The current economic environment is one of moderate inflationary pressures, with core Consumer Price
Index (CPIl) at 2.6%, which is slightly above the Federal Reserve’s implicit monetary policy target. In 2007,
economic activity continued to expand at a pace acceptable to the Federal Reserve. The housing sector is
cwrrently at a slow-down pace and there is global financial market turbulence stemming from U.S. sub-prime
morigage defaults. These issues have had limited adverse impact on the overall health of the economy. Current
expectations call for additional interest rate cuts. The prolonged inverted to flat yield curve has placed pressures
on net interest margins, which has adversely impacted the industry’s earnings. Anticipated interest rate
reductions will continue the short-term adverse impact to the banking industry’s net income. However, a more
normal sloping yield curve, the intended result of the Federal Reserve’s actions, should ultimately benefit the
overall banking inciustry, inctuding our Company.

Item 1A. Risk Factors
Not applicable.

{tem 1B. Unresolved Staff Comments

None.

Item 2.  Properiies

The Company and the Bank are headquartered in the Main Office at 19747 Main Street, Buchanan, Virginia.
In addition, the Bank owns and operates retail banking offices in Virginia located at 670 Roanoke Road in
Daleville, 58 Railroad Avenue in Eagle Rock, 5462 Lee Highway in Troutville, 3801 Challenger Avenue and
3130 Peters Creek Road in Roanoke, 65 East Midland Trail in Lexington, 5905 North Lee Highway in Fairfield,
51 First Watch Drive in Moneta, and @ Lloyd Tolley Road in Natural Bridge Station. The Bank owns additional
facilities which are utilized for its Operations Center at 19800 Main Street in Buchanan, and its Loan
Administration Cenlter at 21 Stoney Battery Road in Troutville. The Company also owns a parcel of land in the
Hollins area of Roznoke County, Virginia. The intended purpose of the land purchase is for the future location of
a full-service branch facility. No construction plans or commencement date has been established. The Bank owns
all of its properties and considers them adequate.

Item 3.  Legal Proceedings

In the normal course of business the Company is involved in various legal proceedings. After consultation
with lega} counsel, management believes that any liability resulting from such proceedings will not be material to
the consolidated financial statements.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of Company’s shareholders during the fourth quarter of 2007.
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PARTII

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Shares of the Company’s Common Stock are neither listed on any stock exchange nor quoted on the
NASDAQ Stock Market and trades infrequently. Shares of Common Stock have periodically been sold in a
limited number of privately negotiated transactions. Based on information available to it, the Company believes
that from January 1, 2007 to December 31, 2007, the selling price of shares of Common Stock ranged from
$32.35 to $46.00. There may, however, have been other transactions at other prices not known to the Company.
As of March 3, 2008, there were approximately 865 record holders of Common Stock.

Market Price

lig_h_ Low
20006:
L T = 3005 2825
200 QUANTET . . oottt et e 3300 27.00
B QUANTET . oottt e e 34.00 31.00
1 Ty (5 P 49.00 35.00
2007:
DTy ) A 46,00 3675
Ty 4 O O 45.00  38.00
LI 17Ty 7 43.00  39.00
L T 7= 4300 3235

Dividends Declared

2006
January .. 0.18
APHIL L e 0.18
JUly L e e 0.18
18 701 1) 1T O 0.18
2007
JANUATY .o e 0.20
APl e 0.20
JULY o e e 0.20
L 02 C) 1= 0.20

The Company is a legal entity separate and distinct from its subsidiary, and its cash revenues depend
primarily on the payment of dividends from the Bank. The Bank is subject to certain legal restrictions on the
amount of dividends it is permitted to pay to the Company. In addition, the final determination of the timing,
amount and payment of dividends on shares of the Company’s Common Stock is at the discretion of the
Company’s Board of Directors and will depend upon the earnings of the Company and the Bank, the financial
condition of the Company and other factors, including general economic conditions and applicable governmental
regulations and policies.




The following table summarizes the equity compensation plan as of December 31, 2007,

Plan Category

Equity compensation plans approved by security

shareholders .. ....... ... .. i i

Equity compensation plans not approved by security

holders . ... i e e e

Item 6. Selected Financial Data

Not applicable.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation
Cautionary Statement Regarding Forward-Looking Statements

Certain information in this report may include “forward-looking statements™ as defined by federal securities
law. These forward-looking statements contain the Company’s expectations, plans, future financial performance,
and other statements that are not historical facts. Although the Company believes that its assumptions regarding
these forward-looking statements are based on reasonable assumptions, actual results could differ materially. The
forward-locking statements involve known and unknown risks including, but not limited to, the following
factors:

» Changes in general local and national economic and business conditions in the Company’s market area,
including downturns in certain industries

+ Competitive pressures limiting the ability to continue to attract low cost core deposits to fund asset
growth

+ Changes in interest rates and the management of interest rate risk

+ Demand for banking services, both lending and deposit products, in our market area

» Risks inherent in making loans such as repayment risks and fluctuating collateral values
*  Auraction and retention of key personnel, including the Company’s management team
« Technology

» Changes in banking laws and the regulatory climate of the Company

» Changes in accounting principles, policies, and guidelines

These risks and inherent uncertaintics should be considered in evaluating forward-looking statements
contain in this report. We caution readers not to place undue reliance of those statements, which are specific as of
the date of the report.

Overview

Management’'s Discussion and Analysis is provided to assist in understanding and evaluating Botetourt
Bankshares, Inc.’s financial condition and its results of operations. The following discussion should be read in
conjunction with the Company’s consolidated financial statements.

Botetourt Bankshares, Inc., the parent company of Bank of Botetourt, currently operates ten offices in four
counties of Virginia. The main office is in Buchanan, with other Botetourt County office locations in Daleville,
Eagle Rock and Troutville. The Bank’s operations center is located in Buchanan and the ioan adminisiration
center is located in Troutville. The Roanoke County offices are located on Challenger Avenue in eastern
Roanoke County and on Peters Creek Road in north Roanoke County. The Rockbridge County offices are located
at East Midland Trail in Lexington and North Lee Highway in Fairfield. During the fourth quarter of 2007, Bank
of Botetourt entered into a contract, dated November 7, 2007, with Planters Bank and Trust Company of Virginia
for the purchase of a bank building located at 9 Lloyd Tolley Road in Natural Bridge Station, the Bank’s third
location in Rockbridge County. Regulatory approval for the branch application was received during the first
quarter of 2008. The branch office opened February 8, 2008. The Franklin County office is located at First Watch
Drive in Moneta. Buchanan Service Corporation, a subsidiary of Bank of Botetourt, provides non-traditional
banking services for customers of the Company, including insurance services, title insurance services, and
investment brokerage services.




The individual market conditions of each county vary from rural to urban with Botetourt County being the
most rural and Roanoke County the most urban. The southern portion of Botetourt County has enjoyed both
residential and industrial growth due to the development of subdivisions and industrial parks. Bank of Botetourt
and bank personnel work with local government and business leaders in an effort to continue to attract industry to
our entire market area.

Critical Accounting Policy

The Company’s financial statements are prepared in accordance with accounting principles generally
accepled in the United States (GAAP). The notes to the audited consolidated financial statements included in this
Annual Report for the year ended December 31, 2007 contain a summary of its significant accounting policies.
Management believes the Company’s policy with respect to the methodology for the determination of the
allowance for loan losses involves a higher degree of complexity and requires management to make difficult and
subjective judgments that often require assumptions or estimates about highly uncertain matters. Accordingly,
the Company considers the policy related to this area critical.

Results of Operations

Earnings decrcased by 3.37% in 2007 to $3.4 million compared to $3.5 million for 2006 and $3.2 million
for 2005. Return on average assets was 1.24% in 2007, 1.41% in 2006, and 1.43% in 2005, Our return on assets
compares favorably to members of our peer group which were 0.93% in 2007, 1.10% in 2006, and 1.13% in
2005. Our peer group includes all insured dometic commercial banks having assets between $100 million and
$300 million in a metropolitan area with three or more full service offices. During 2007, 2006 and 2005,
revenues from the Bank of Botetourt represented greater than 99% of Botetourt Bankshares, Inc.’s total revenues.

The total assets of Botetourt Bankshares, Inc. grew to $279.6 million in 2007 from $254.4 million in 2006, a
9.91% increase. Average equity lo average assets demonstrates the Company’s strong capital position with a

ratio of 9.21% at December 31, 2007. Our capital position continues to be in line with our peer group’s average
of 9.60%. )

Capital Resources

Management plans to continue increasing market share by expanding to contiguous markets using carnings
from operations to fund the Company’s growth. In 2008, a planned site study of the acquired parcel on land in
Roanoke County, Virginia will commence. The intended purpose of the site is for the future location of a full-
service branch facility. No construction plans or commencement date has been established. Management of
Botetourt Bankshares, Inc. has no plans to raise capital to fund this expansion.
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Table 1. Net Interest Income and Average Balances (thousands)

2007 2006 2005
Interest Interest Interest
Average Income/ Yield/  Average Income/ Yield/  Average Income/ Yield/
Balance Expense Cost(2) Balance Expense Cost(2) Balance Expense Cost(2)
Interest-earning assets:
Deposit with banks ....... 5 1993 10 503% § 242 % 12 496% $ 188 % 5 2.66%
Taxable investment
securities ............. 14,622 625 4.27% 20216 787 3.89% 16,587 569 3.43%
Nontaxable investment
securities ............. 9,150 396 4.33% 9,636 415 431% 9,440 405 4.29%
Federal funds sold ........ 7,663 379 495% 6,996 340 4.86% 4,534 159 3.51%
Loans, net(1) ............ 220,001 17,584 7.99% 194,081 15401 7.94% 175,862 12,743 7.25%
Total interest-earning
assets ..o 251,635 18,994 231,171 16,955 206,611 13,881
Yield on average
interest-earning
assets ............ 7.55% 7.33% 6.72%
Noninterest-garning assets:
Cash and due from banks . . . 7,089 6,540 8,404
Property and equipment . . .. 6,186 5,694 5,825
Interest receivable and
other ................. 5.796 3,935 3,670
Total noninterest-
earning assets . ... .. 19,071 16,169 17,899
Total assets . ......... $270,706 $247,340 $224 510
Interest-bearing liabilities:
Demand deposits ......... $ 20,777 40 0.19% $ 20,812 30 0.14% $ 21,885 22 0.10%
Savings and money
markets . .............. 34,300 560 1.63% 37,237 514 138% 38,453 289 0.75%
Time deposits . ........... 154,446 7464 4.83% 130,355 5,504 4.22% 112,043 3,742 3.34%
Other borrowings ......... 154 9 5.84% 648 36 5.56% 544 17 3.13%
Total interest-bearing
liabilities ......... 209,677 8,073 189,052 6,084 172,925 4,070
Cost on average interest-
bearing liabilities ....... 3.85% 3.22% 2.35%
Noninterest-bearing liabilities
Demand deposits ......... 33,348 34,030 29,992
Interest payable and other .. 2,746 1,354 1,016
Total noninterest-
bearing liabilities ... 36,094 35,384 31,008
Total liabilities . ... ... 245,771 224436 203,933
Stockholders’ equity .......... 24,935 22,904 20,577
Total liabilities and
stockholders’
equity ............ $270,706 $247,340 $224.510
Net interest income . ..... £10,921 $10,871 $ 9811
Net yield on interest-
earning assets ........ 4.34% 4.70% 4.75%

(I
(2)

H

Average loan balances include nonaccrual loans and are net of loan loss reserve,
The amounts are not adjusted for tax equivalent yield on tax-exempt investments.
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Net Interest Income

Net interest income, the principal source of bank earnings, is the amount of income gencrated by earning
assets (primarily loans and investment securities) less the interest expense incurred on interest-bearing liabilities
(primarily deposits used to fund earning assets), Table 1 summarizes the major components of net interest
income for the past three years and also provides yields and average balances.

Net interest income was $10.9 million in both 2007 and 2006 and $9.8 million in 2005. The stable net
interest income was the result of comparable growth in earning assets and interest bearing liabilities with
increases in interest expense resulting from an increasing interest rate environment, Net interest margin was
adversely impacted by the rising cost of time deposits, due to a flat to inverted yield curve during a majority of
2007, which increased short-term rates at a more rapid than normal pace. Ongoing competition for deposits and
loans continue to compress net margins. Additional factors influencing net interest margin include aggressive
pricing and competition from unregulated organizations. The net interest margin for 2007 decreased by 36 basis
points to 4.34% compared to 4.70% for 2006 and decreased by 41 basis points from 4.75% for 2005. The effects
of changes in volumes and rates on net interest income in 2007 compared to 2006, and 2006 compared to 2005
are shown in Table 2.

Interest income for 2007 increased by $2.0 miltion to $19.0 million from $17.0 million in 2006. Interest
income in 2005 totaled $13.9 million. The increase in interest income in 2007 from 2006 and in 2006 over 2005
were both the result of an increase in loan volume and a rising interest rate environment.

Interest expense increased in 2007 by $2.0 million to $8.1 million from $6.1 million in 2006. The increase
in 2007 from 2006 as well as the increase in 2006 from 2005 was due to both growth in interest-bearing deposits
and higher interest rates paid on deposits. Interest paid on time deposits, which make up the largest portion of
interest-bearing deposits, increased $1,960,000, or 35.6%, from 2006 to 2007. The average rate paid on time
deposits increased 61 basis points to 4.83% in 2007 from 4,22% in 2006.

Table 2. Rate/Volume Variance Analysis (thousands)

2007 Compared to 2006 2006 Compared to 2005
Interest . Interest .
Variance Variance
Income/ 4\ ihuted To  IMCOME b uted To

Expense Expense
Variance Rate  Volume Variance Rate Yolume

Interest-earning assets:

Deposits inotherbanks ........................ 8 @O %$S— $ % 7 %8 5% 2
Taxable investment securities . .................. (162} 89 (251) 218 83 135
Nontaxable investment securities ................ (19) 2 21) 10 2 8
Federal fundssold ......... ... ... . . oL, 39 6 33 181 75 106
LOaNS .. e 2,183 112 2,071 2,658 1,272 1,386
Total ..o e e 2,039 209 1,830 3,074 1,437 1,637
Interest-bearing liabilities:
Demand deposits . ........... oo iiiiii . 10 10 — 8 g 1))
Savingsdeposits ........ ... i 46 81 35) 225 234 (9
Time deposits . . ... .ot 1,960 860 1,100 1,762 1089 673
Other borrowings . ........ ... ... o . @n 2 29 19 15 4
Total ..o e 1,989 953 1,036 2,014 1,347 667
Netinterest income .. ........oiiirinennnn... $ S0 $(744) $ 794 S$1060 $§ 90 $ 970

(1) The variance in interest attributed to both volume and rate has been allecated to variance attributed to volume
and variance attributed to rate in proportion to the absolute value of the change in each.

(2) Balances of nonaccrual loans have been included in average loan balances.
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Interest Rate Sensitivity

One of the principal goals of the Bank’s asset and liability management strategy is 10 manage interest rate
risk. Interest rate risk management balances the effects of interest rate changes on assets that earn interest or
liabilities on which interest is paid, to protect the Bank from wide fluctuations in its net interest income which
could resuit from interest rates changes.

Interest rate risk is the effect that changes in interest rates would have on interest income and interest expense
as interest-sensitive assets and interest-sensitive liabilities either reprice or mature. Management attempts to
maintain the portfolios of earning assets and interest-bearing liabilities with maturities or repricing opportunities at
levels that will afford protection from erosion of net interest margin, to the extent practical, from changes in interest
rates. Table 3 shows the sensitivity of the Bank’s balance sheet on December 31, 2007, This table reflects the
sensitivity of the balance sheet as of that specific date and is not necessarily indicative of the position on other dates.
At December 31, 2007, the Bank appeared to be asset-sensitive with earning assets exceeding interest-bearing
liabilities subject to changes in interest rates. Included in the interest-bearing liabilities subject to interest rate
changes within three months are a portion of NOW accounts, money market accounts, and savings accounts which
historically have not been as interest-sensitive as other types of interest-bearing deposits. A larger portion of these
accounts are included in the thirteen to sixty month time period due to the fact that they are not considered as
interest rate sensitive as other deposit liabilities. The Bank appears to be liability-sensitive in the four to twelve
month time horizon and asset-sensitive in the thirteen to sixty month time horizon.

Matching sensitive positions alone does not ensure that the Bank has no interest rate risk. All banks have
interest rate risk. The repricing characteristics of assets are different from the repricing characteristics of funding
sources such as deposits. Thus, net interest income can be impacted by changes in interest rates even if the
repricing opportunities of assets and liabilities are perfectly matched. The following table shows the sensitivity of
the Company’s balance sheet at the date indicated, but is not necessarily indicative of the position on other dates.

Table 3. Interest Rate Sensitivity (thousands)

December 31, 2007 Maturities/Repricing

1-3 4-12 13-60 Over 60
Months Months Months Months Total

Earnings assets:

LOansS . o oe e et e $80,793 $43,617 § 93917 $19353 3$237.680

INVESTMENIS .« o v v v vt e e et e e eeee e vnaas 935 5,180 10,991 4581 21,687

Interest-bearing deposits withbanks .. .......... 220 —_ — — 220

Federal fundssold ........... .. ... .. o ... — — — — ——

Total ... $81.948 $ 48,797 3104908 $23,934 $259,587

Interest-bearing deposits:

NOW acCounts ... ...ovnenr i $3537 § — $ 10611 $ — § 14,148

Money market . ...... ... ... ... ... 13,301 — 8,264 — 21,565

Savings .. ... e 9,748 — 9,749 — 19,497

Certificates of deposit . ........ .. ............ 27,085 78,416 54,952 — 160,453

Federal funds purchased ..................... 2,134 — — — 2,134

Total ... e $55,805 $78416 $ 83576 § — $217.797
Interest sensitivity gap ... $26,143 $(29,619) $ 21,332 §23,934 § 41,790
Cumulative interest sensitivity gap . . ............... $26,143 $ (3,476) $ 17,856 $41,790 $ 41,790
Ratio of sensitivity gap to total earning assets .. ...... 1007% (11.41)Y% 8.22% 9.22% 16.10%
Cumulative ratio of sensitivity gap to total earning
ASSELS + ottt e et e 10.,07% (1.34)% 6.88% 16.10% 16.10%




The Bank has established risk measures, limits, and policy gutdelines for managing our overall asset/
liability management (“ALM?”) position. The responsibility for interest rate risk control resides with senior
management’s Asset/Liability Committee, with oversight by the board of directors. Management seeks to
balance the earnings potential and interest rate risk position, and are within stated Bank policy tolerance
parameters at December 31, 2007.

On a quarterly basis, the ALM position is measured using earnings simulation modeling to estimate what
assets and liabilities would reprice, and to what extent, within a one-year period in response to an immediate
positive and negative 100, 200 and 300 basis point change in market interest rates. The model also incorporates
management’s forecasts for balance sheet growth, noninterest income, neninterest expense, and dividends
payments. The interest rate scenarios are used for analytical purposes and do not necessarily represent
management’s view of future market movements, Rather, the model simulation is intended Lo provide a measure
of the degree of volatility interest rate movemenis may apply to our earnings, Modeling the sensitivity of
earnings to interest rate risk is highly dependent on numerous assumptions embedded in the simulation model.
While the earnings sensitivity analysis incorporates management's best estimate of interest rate and balance sheet
dynamics under various market rate movements, the actual behavior and resulting earnings impact likely will
differ from that projected.

The model also estimates interest sensitivity by performing similar shocks to the balance sheet’s market
value of equity. Known as economic value of equity, this measurement generally considered a good additional
measurement of long-term interest sensitivity.

Other Income

Noninterest income consists of revenues generated from a broad range of financial services and activities.
The majority of noninterest income is a result of service charges on a growing deposit account base including
charges for insufficient funds items and fees charged for nondeposit services such as safe deposit box rental fees.
Mortgage loan origination fees and title insurance commissions also are a significant source of the Company’s
noninterest income. In 2007 and 2006, mortgage origination fees and title insurance commissions decreased due
to a decline in residential real estate loan activity and increased competition in the title insurance sector.
Noninterest income totaled $1.678 million in 2007, a decrease of $116,000 from the $1.794 million recorded in
2006. Noninterest income in 2005 totaled $1.918 miflion. Primary sources of noninterest income for the past
three years are summarized in Table 4.

Table 4. Sources of Noninterest Income (thousands)

2007 2006 2005

Service charges on deposit acCOUNLS .. ... ... vttt $ 927 3 887 3% 859
Other service charges and fees .. ... ... ... ... . .. i 193 191 179
Mortgage origination fees ........ ... . . e 245 340 407
Title insurance COMMISSIONS ... ...ttt it et 106 181 225
Safe deposit box eI . . ... .. .. e 20 20 20
Gainonthesale of securities ... ... . .. .. . . . .. e — — 7
OHherincome ... ... .. it e e e e 187 175 221

$1,678 $1,794 $1918




Noninterest Expense

Noninterest expense for 2007 increased by $100,000 or 1.4% to $7.4 million. Noninterest expense in 2006
was $7.3 million and $6.6 million in 2005 (see Table 5). The overhead ratio of noninterest expense to adjusted
total revenues (net interest income plus noninterest income excluding securities transactions) was 58.9% in 2007,
57.8% in 2006 and 56.5% in 2005.

Personnel expense, including salaries, wages, and employee benefits is the primary noninterest expense of
the Company. There was a slight decrease in total personnel expense in 2007. The increase in employee benefits
expense is primarily due to the increase in health benefit costs for employees, which are provided by the
Company. Expenses related to foreclosed assets increased in 2007 due to expenses associated with other real
estate acquired in 2007. Table 5 provides a further breakdown of noninterest expense for the past three years.

Table 5. Noninterest Expense {thousands)

2007 2006 2005

Salaries & WAZES . . .o nt ittt $3,133 $3.210 32,872
Employee benefits .. ..o 1,091 1,029 942

Total personmel EXPENSE . . oottt ittt 4224 4239 33814
OCCUPANCY EXPEIISE . . oo o ot e ittt et v vt e aaaaaseee e aaasaia it e 414 413 391
Furniture & eqUipment . .. ... .. . 639 691 570
Printing & supplies . . ... i e 135 124 123
FDIC deposit iNSUrance . .........ouuuiitiamniii e et ens 27 27 26
Professional SeIVICES ...ttt i it e e 152 132 102
S 7T S 94 87 81
Telephone . . ..o e 136 132 124
081181 (=~ 61 55 51
Education & SEMINATS .. ...ttt et cita it ae e 36 53 41
Travel eXPense . ..ottt e e 36 34 27
Director fees and exXpense . ... .. . i e i 93 92 91
Advertising and publicrelations . ..... ... . ... 178 188 143
1T L 17 =N 37 42 43
Capital SIOCK 18X . ..o oottt i e e e 173 157 140
OULSTAE SETVICES .+ o vttt et v e e ettt e et ae et 219 183 164
Foreclosed assets, MEL . . ..ot vttt ettt e e e e e et e e e 55 3 37
Other Operating EXPense . ... ..ottt iiinar it 706 663 652

Total NOMINTETESt EXPENMSE - - . .« o vttt it ta i tea e inieeens s $7.415 $7315 $6.625

Income Taxes

Income tax expense is based on amounts reported in the statements of income (after adjustments for
non-taxable income and non-deductible expenses) and consists of taxes currently due plus deferred taxes on
temporary differences in the recognition of income and expense for tax and financial statement purposes. The
deferred tax assets and liabilities represent the future Federal income tax return consequences of those
differences, which will be taxable or deductible, depending when the assets and liabilities are recovered or
settled.

Income tax expense (substantially all Federal) was $1.5 miltion in 2007, $1.6 million in 2006 and $1.4
million in 2005 representing 31.6%, 31.1% and 31.0% of income before income taxes, respectively. Tax expense
decreased $23,748 or 1.5% from 2006 to 2007 as a result of slightly lower earnings.
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The Bank’s deferred income tax benefits and liabilities result primarily from temporary differences
(discussed above) in provisions for loan losses, depreciation, deferred compensation, deferred income, pension
expense, and investment security discount accretion.

At December 31, 2007, the Company had a net deferred income tax asset of approximately $522,000, which
was included in other assets, compared to a net deferred income tax asset of $735,000 at December 31, 2006
which also was included in other assets. The deferred income tax asset in 2007 consisted primarily of a deferred
tax benefit of a $604,000 temporary difference in provision for loan losses and a $203,000 temporary difference
in defined benefit plan offset by a $225,000 temporary difference in depreciation and a $167,000 temporary
difference in accrued pension cost.

Earning Assets

Average earning assets increased $20.5 million in 2007 from the 2006 average of $231.1 million. Fotal
average earning assets represented 93.0% and 93.5% of total average assets in 2007 and 2006, respectively. The
percent mix of average earning assets changed in 2007 with increases in average loans and federal funds sold.
Average non-earning assets increased in 2007 as a result of higher cash requirements, additional premises and
equipment for branch expansion, and an increase in other assets, primarily due to an increase in foreclosed
properties. A summary of average assets for the past three years is shown in Table 6.

Table 6. Average Asset Mix (thousands)

. 2007 2006 2005
Average Average Average
Balance % Balance % Balance %
Earning assets:
Loans,met ...................... $220,001 81.3% $194,081 78.5% $175,862 3 78.3%
Investment securities . . ............ 23,772 8.8% 29,852 12.1% 26,027 11.6%
Federat fundssold ................ 7,663 2.8% 6,996 2.8% 4,534 2.0%
Deposits in otherbanks . ........... 199 0.1% 242 0.1% 188 0.1%
Total earning assets ..., ....... 251,635 93.0% 231,171 93.5% 206,611 92.0%
Nonearning assets:
Cash and due from banks .......... 7,089 2.6% 6,540 2.6% 8,404 3.8%
Premises and equipment ... ........ 6,186 2.3% 5,694 2.3% 5,825 2.6%
Otherassets ..................... 5,796 2.1% 3,935 1.6% 3,670 1.6%
Total nonearning assets ... ......... 19,071 7.0% 16,169 6.5% 17,899 8.0%
Total assets ................. $270,706 100.0% $247,340 100.0% $224,510 100.0%

Investment Securities

The Bank uses its investment portfolio to provide liquidity for unexpected deposit decreases or increased
loan generation, to meet the Bank’s interest rate sensitivity goals, and to generate income. Management of the
investment portfolio has always been conservative with virtually all investments in U.S. Treasury, Government-
sponsored enterprises, and state and local bond issues. All securities are high quality. Management views the
investment portfolio as a secondary source of income, Adjustments are sometimes necessary in the portfolio to
provide an adequate source of liquidity that can be used to meet funding requirements for loan demand and
deposit fluctuations and to contro! interest rate risk. Therefore, from time to time, management may sell certain
securities prior to their maturity. Table 7 presents the investment portfolio at the end of 2007 by major types of
investments and maturity ranges. The Other category represents one equity security with a cost basis of $1 and
fair market value of $321,000.
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At December 31, 2007, the market value of the investment portfolio was $22.01 million, representing a
$383,000 unrealized appreciation abave amortized cost. This compared to a market value of $26.32 million and a
$141,000 unrealized appreciation above amortized cost a year earlier.

Table 7. Investment Securities—Category Schedule {thousands)

2007 2006 2005
Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value
Investment securities:
Government-sponsored enterprises and
TrEASUTIES .« o vttt ee i e eenen e $12,334  $12,340 §$16,530 $16,292 $20,076 319,701
States and potitical subdivisions ... ....... .. 9,292 9,348 9,403 9,301 9,388 9,394
Other ... ... i e — 321 250 731 250 632
TFotal ..o e $21,626  $22,009 $26,183 $26,324 $29,714 $29,727

Investment Securities—Maturities and Yields Schedule (thousands)
December 31, 2007

Amortized Cost Due
InOne  After One  After Five  After

Year or  Through Through Ten Fair
Less Five Yrs. Ten Years Years Total Value
Investment securities:
Government-sponsored enterprises and
TreASULIES . v o vttt e e e e e $5,685 $ 5349 $1,300 $— $12,334 $12,340
State and political subs. ... ... ... .. oLl 430 5615 2,893 354 9,202 9,348
Other ... e — — — — — 321
Total . ..o e $6.115 $10,964  $4,193 $354 321,626 $22,009
Weighted average yields:(1)
Government-sponsored enterprises and
Treasuries .. ...t e 3.97% 446% 5.67% — %
States and political subs. .. ... .. ... ... ... 677% 557% 5.28% 5.36%
Other ..o — % — % —_— % — %
Total weighted average ................... 4.17% 503% 540% 536%  4.86%

(1) Adjusted tax exquivilent yield

Loans

Average net loans totaled $220.0 million during 2007, an increase of $25.9 million or 13.3% above 2006.
This reflects the continuing efforts 1o grow the loan portfolio in expanding markets. A significant portion of the
loan portfolic, $195.4 million or 82.2%, is made up of loans secured by various types of real estate. Total loans
secured by 1-4 family residential properties represented 27.9% of total loans at the end of 2007 while nonfarm/
nonresidential properties made up 30.7%.

The Bank makes both consumer and commercial loans to all neighborhoods within its market area,
including the low-to-moderate income areas. Our market area is generally defined to be all or portions of the
Botetourt, Roanoke Rockbridge, and Franklin counties of Virginia and the cities of Lexington, Buena Vista and
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Roancke, Virginia. The Bank places emphasis on consumer based instaliment loans and commercial loans to
small and medium sized businesses, Aggressive pricing and competition from unregulated organizations have
also been a factor when generating new loans. The amounts of loans outstanding by type for the last five years,
and the maturity distribution of variable and fixed rate loans as of year-end 2007 are presented in Table § and
Table 9, respectively.

Table 8. Loan Portfolio Summary (thousands)

2007 2006 2005 2004 2003
Commerctal, financial and agricultural(1) .......... $110,178 $101,211 $ 96,630 $ 88,404 74,649
Real estate, construction .. ...................... 45,021 31,418 16,412 23,194 18,834
Real estate, mortgage .. ........... ... ... ...... 66,346 63,461 56,320 43,931 38,560
Installment loans to individuals, other .. .. ........ 16,135 15,952 16,257 15,518 13,960
Leases . e —_ | 5 40 74
Total ... e $237,680 $212,043 §185,624 $171,087 $146,077

(1) Includes commercial real estate

Interest rates charged on loans vary with the degree of risk, maturity and amount of the loan. Competitive
pressures, money market rates, availability of funds, and government regulation also influence interest rates. On
average, loans yielded 8.0% in 2007 compared 10 an average yield of 7.9% in 2006 and 7.3% in 2005.

Table 9, Maturity Schedule of Loans (theusands)

2007
C ial C i
Other Fimnciatand — and _ Tota
Real Estate(l)  Agricultural  Development Others Amount %
Fixed rate loans:
Due withinone year ............ $ 4,002 $ 6,960 316658 $ 4414 $ 32094 13.5%
Due one to five years . .......... 3,809 11,072 3,870 7,392 26,143  11.0%
Due after five years ............ 9,609 6,672 737 389 17,407 1.3%
Total fixed rate loans . ... ... 17,480 24,704 21,265 12,195 75,644 31.8%
Vanable rate loans:
Due withinoneyear ............ 26,349 35,690 20,398 1,257 83,694 35.2%
Due one to five years ........... 22,276 48,956 3,358 1,882 76472  322%
Due after five years ............ 241 828 — 801 1,870 0.8%
Total variable rate loans .. ... 48,866 85,474 23,756 3,940 162,036 68.2%
Total loans:
Due withinone year . ........... 30,411 44,001 37,056 5,671 117,139 49.3%
Due one to five years ........... 26,085 58,677 7,228 9,274 101,264  42.6%
Due after fiveyears ............ 9,850 7,500 737 1,190 19,277 R.1%
Total loans . .............. $66,346 $110,178 $45,021 $16,135 $237,680 100.0%

(1) Other Real Estate includes commercial real estate.
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Allowance for Loan Losses

The allowance for loan losses is established to absorb losses in our loan portfelio. Loan losses and
recoveries are charged or credited directly to the allowance. Management determines the amount of the provision
for loan losses required to maintain an allowance adequate to provide for any loan losses. Conforming to the
Federal Financial Institutions Examination Council’s interagency statement, the Bank has developed, maintains,
and documents a comprehensive, systematic, and consistently applied process to determine the amount of the
allowance for loan and lease losses at a level sufficient to absorb estimated credit losses inherent in the loan
portfolio.

The allowance for loan losses is evaluated on a regular basis by management and is based upon our periodic
review of factors such as the collectibility of the loans in light of historical experience, the nature and volume of
the loan portfolio, adverse situations that may affect the borrower’s ability to repay, estimated value of any
underlying collateral and prevailing economic conditions and environmental factors. The allowance consists of
specific, general and unailocated components. The adequacy of the allowance is determined by analysis of the
different components. The specific component addresses nonperforming and problem loans. The general
component covers non-impaired loans and is based on historical loss experience adjusted for qualitative factors.
An unallocated component is maintained to cover uncertainties that could affect management’s estimate of
probable losses. The qualitative factors include external risk factors that management believes affect the overall
lending environment including levels and trends in delinquencies and impaired loans, levels and trends in charge-
offs and recoveries, trends in volume and terms of loans, effects of changes in risk selection and underwriting
practices, experience, ability, and depth of lending management and staff, national and local economic trends and
conditions, banking industry conditions, and the effect of changes in credit concentrations.

The complete evaluation process is inherently subjective as it requires estimates that are susceptible to
significant revision as more information becomes available. Therefore, management continually evaluates the
adequacy of the loan loss reserve as we are committed in fulfilling our responsibility to determine an amount of
the allowance for loan and lease losses at a level sufficient to absorb estimated credit losses inherent in the loan
portfolio.

The Bank has experienced above average loan growth during the past three years as economic conditions in
the Bank’s market areas have remained relatively strong. Nonperforming assets at year-end 2007 were 1.31% of
loans outstanding as compared to 0.85% at year-end 2006. Although nonperforming loans increased from 2006 to
2007, management decreased the provision for loan losses to $275,000 in 2007 from $300,000 in 2006 as a result
of the modification of our allowance for loan loss estimate after giving consideration to the interagency statement
guidance. The provision for loan losses was $450,000 in 2005,

The loan loss provision allocated for 2007 reflects the amount determined by management to maintain the
reserve at a level adequate based on the overall risk in the portfolio. The Bank’s allowance for loan losses as a
percentage of total loans at the end of 2007 was 0.96% as compared to 1.18% in 2006 and 1.22% in 2005.

Additional information is contained in Tables 10, 11 and 12, and is discussed in Nonperforming and
Problem Assets.

The allowance for loan losses is maintained at a level management believes to be adequate to absorb losses.
Some of the factors that management considers in determining the appropriate level of the atlowance for loan
losses are: an evaluation of the current loan portfolio, an analysis of impaired loans, identified loan problems,
individually reviewed loans, past loss experience applied to categories of risk-similar loan pools, the loan volume
outstanding, the present and expected economic conditions in general, and in particular, how such conditions
relate to the market areas that the Bank serves, industry analysis, concentration analysis, and other qualitative or
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environmental factors such as the effects of changes in risk selection and underwriting practices, experience,
ability, and depth of lending management and staff, trends with the loan portfolio. Bank regulators also
periodically review the Bank’s loans and other assets to assess their quality. Credits deemed uncollectible are
charged to the allowance. Provisions for loan losses and recoveries on loans previously charged off are added to
the allowance.

The proviston for loan losses, net charge-offs and the activity in the allowance for loan losses is detailed in
Table 10.

Table 10. Allowance for Loan Losses

2007 2006 2005 2004 2003

Allowance for loan losses, beginning ... ... $2,502,122 $2,271,074 $2,131,534 51,688,812 $1,413,997
Provision for loan losses, added .......... 275,000 300,000 450,000 725,000 625,000
Loans charged off

Commercial, financial and

agricultural .................... (424,722) (58,238)  (150,221) (130,490) (283,628)

Real estate, construction ............ — —_ (41,884) — —

Real estate, mortgage .............. (53,253) (33,421) — (58,275) (11,023)

Installment loans to individuals ... ... (108,809)  (137,305) (169,306) (150,960) (331,700)

(586,784) (228,964) (361.411) (339,725) (626,351

Recoveries of loans previously charged off
Commercial, financial and

agricultural . ................... 66,720 100,000 3,601 7,778 192,258
Real estate, mortgage .............. 6,489 13,889 1,350 1,764 24,282
Installment loans to individuals ... ... 28,070 46,123 46,000 47.905 59,626
101,279 160,012 50,951 57,447 276,166
Net charge-offs ............... (485,505) (68,952 (310,460) (282,278)  (350,185)
Allowance for loan losses, ending ... ...... $2,291,617 $2,502,122 $2,271,074 $2,131,534 $1,638,812
Net loan charge-offs to average loans . . .. ., 0.22% 0.04% 0.18% 0.18% 027%

The loan portfolio also included loans to various borrowers (watch loans) at year-end for which
management had concerns about the ability of the borrowers to continue to comply with present loan repayment
terms, and which could result in some of these loans being uncollectible. Total toans on management’s watch list
on December 31, 2007 amounted to $8,087,483. Management monitors these loans periodically and has allocated
reserves to the extent deemed necessary in the allowance for loan losses.

The allowance for loan losses was 0.96% of gross loans outstanding at December 31, 2007. This represents
a decrease of $210,505 compared to the reserve at December 31, 2006. Management realizes that general
economic trends greatly affect loan losses and no assurances can be made about future losses. Management does,
however, consider the allowance for loan losses to be adequate at December 31, 2007,




The allocation of the reserve for loan losses is detailed in Table 11 below:

Table 11. Allocation of the Reserve for Loan Losses (thousands)

2007 2006 2005 2004 2003
Amount Percent{l1} Amount Percent(l) Amount Percent(l) Amount Percent(1) Amount Percent(1)

Balance at end of period

applicable to
Commercial, financial and

agricultural ... ... . .. $1,377 46.4% $1418 47.8% $1,330 52.1% ¥%1,145 517% $ 859 51.1%
Real estate,

construction . ..., ..... 154 18.9% 269 14.8% 265 8.8% 199 13.5% 135 12.9%
Real estate, morigage .. .. 339 27.9% 187 29.9% 175 30.3% 356 25.7% 458 260.4%
[nstallment loans to

individuals, other . .... 422 6.8% 628 1.5% 501 8.8% 432 91% 236 9.5%
Leases ................ — — % — — % — — % — — % 1 0.1%

Total ............. $2292  100.0% 32,502 100.0% $2,271 100.0% $2,132 100.0% $1,689 100.0%

(1) Represents the percentage of loans in each category to the total loans outstanding.

Nonperforming and Problem Assets

Certain credit risks are inherent in making loans, particularly commercial and consumer loans. Management
prudently assesses these risks and attempts to manage them effectively. The Bank atiempts to use shorter-term
loans to minimize interest rate risk and, although a portion of the loans have been made based upon the value of
collateral, we rely primarily on the cash flow of the borrower as the source of repayment rather than the value of
the collateral.

The Bank also attempts to reduce repayment risks by adhering to internal credit policies and procedures.
These policies and procedures include officer and customer limits, periodic loan documentation review and
follow up on exceptions to credit policies. The Bank did not engage in sub-prime lending activities, a practice of
loaning funds to less creditworthy borrowers, a current issue in the banking and mortgage industries. The Bank’s
real estate portfolio remains well collateralized.

Table 12 shows a significant shift from 2006 1o 2007 in the composition of the three components of
nonperforming assets. While 2006 showed a significant balance in the nonaccrual loans category, a nominal
volume of loans past due 90 or more days, and no foreclosed properties, the 2007 composition shifted to a
nominal volume of nonaccrual loans, a significant balance in the loans 90 days or more past due, and a
significant balance in foreclosed properties. Basically, the transitions were a result of natural evolutions of basic
problem loan scenarios over time. The large balance of nonaccrual loans in 2006 was primarily comprised of one
large loan, which eventually ended up in the foreclosed properties category where it remains in 2007 while being
marketed for sale. Following that foreclosure, the nonaccrual volume in 2007 became and remains very nominal,
and reflects management’s view that foreseeable losses in the portfolio are relatively few and immaterial, While
there was a very notable increase from 2006 to 2007 in the loans past due 90 days or more. the bulk of that
volume involved two well-secured commercial real estate loans, both of which were resolved, one via foreclosure
and one via workout, during January 2008 without any loss,
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Nonperforming assets are analyzed in Table 12 for the last five years.

Table 12. Nonperforming Assets

2007 2006 2005 2004 2003
Nonaccrualloans . .......... ... ... .. . 0ieean. $ 169,000 $1,557,000 3 308,000 $ 483000 § 219,000
Loans pastdue 90 daysormore ................... 1,479,000 244,000  1.685,000 1,127,000 876,000

Foreclosed properties .................... ... .... 1,475,000 —_ 65,000 136,000
$3,123,000 $1,801,000 $1,993.000 $1,680,000 $1,231,000

Interest income, original terms
Non-accrual loans .......................... $ 99067 $ 23688 $ 77,270 $ 54501 3 25,150
Loans past due 90 daysormore ............... 122,720 27,167 73,958 72,261 83,997

$ 221,787 $ 264,053 $ 151,228 $ 126,762 $ 109.147

Interest income, recognized

Non-accrualloans .......................... 3 3859 % 41,160 % 140 § 8259 % 1,HI2
Loans past due 90 daysormore ............... 52,941 18,493 78.088 33122 44,823
Total ..o e $ 56800 $ 59653 $ 78288 35 41381 § 45935
Nonperforming assets to total loans . ............... 1.31% 0.85% 1.08% (0.98% 0.85%
Deposits

The Bank relies on deposits generated in its market area to provide the majority of funds needed to support
lending activities and for investments in liquid assets. More specifically, core deposits (total deposits less
certificates of deposits in denominations of $100,000 or more) are the primary funding source. The Bank's balance
sheet growth is largely determined by the availability of deposits in its markets, the cost of attracting the deposits,
and the prospects of profitably utilizing the available deposits by increasing the loan or investment portfolios.
Market conditions have resulted in depositors shopping for deposit rates more than in the past and increased
customer awareness of interest rates adds to the importance of rate management. The Bank’s management must
continuously monitor market pricing, competitor’s rates, and internal interest rate spreads, in addition to predicting
future loan volume, to maintain the Bank’s growth and profitability, The Bank attempts to structure rates to promote
deposit and asset growth simultaneously, manage risk, and increase overall profitability.

Average total deposits for the year ended December 31, 2007 amounted to $242.9 million which was an
increase of $20.4 million, or 9.2% over 2006. The percentage of the Bank’s average deposits that are interest-
bearing increased to 86.3% in 2007 from 84.7% in 2006. Average demand deposits which earn no interest
decreased to $33.3 million in 2007 from $34.0 mitlion in 2006, compared with $30.0 millicn in 2005. Average
deposits and average rates paid for the past three years are summarized in Table 13.

Table 13. Deposit Mix (thousands)

2007 2006 2005
Average Average Average Average Average  Average
Balance Rate Balance Rate Balance Rate
Interest-bearing deposits:
NOWaccounts .. ... .. ... i iviiinenn. 20,777 0.19% 20,812 0.15% § 21,885 $0.10%
Money market .......... ... ... .. ... 14,092 3.26% 14,655 2.73% 12,861 1.25%
Savings ... e 20,208 0.50% 22,582 0.50% 25,592 0.50%
Small denomination certificates .. ............... 105425 481% 92,000  4.12% 81,926 1.22%
Large denomination certificates .. ............... 49,021 4.89% 38355  4.46% 30,117 3.68%
Total interest-bearing deposits . ............. 209,523 385% 188,404 321% 172,381 2.35%
Noninteresting-bearing deposits . ........ ... ... .. 33,348 34,030 29,992
Totaldeposits .. ... $242.871 $222,434 $202,373
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The average balance of certificates of deposit issued in denominations of $100,000 or more increased by
$10.7 million or 27.9% in 2007. The growth in certificates of deposit issued in denominations of $100,000 or
more can be attributed to depositors within our market area. Time deposits held by municipalities and other
public funds sources increased to $4.3 million in 2007 from $4.2 million in 2006. The bank had no brokered
deposits at December 31, 2007. Management’s strategy has been to support loan and investment growth with
core deposits in our primary market area and not to solicit aggressively the more volatile, large denomination
brokered certificates of deposit. Table 14 provides maturity information relating to Certificate of Deposits of
$100,000 or more at December 31, 2007,

Table 14. Large Time Deposit Maturities (thousands)

Analysis of time deposits of $100,000 or more at December 31, 2007:

Remaining maturity of three monthsorless .......... ... ... ... .. ..., $ 7,220
Remaining maturity over three throughsix month ......................... 7313
Remaining maturity over six through twelvemonth ........................ 17,670
Remaining maturity overtwelvemonths . ................. ... oot 21,643
Total time deposits of $100,0000rmore . ........... ... ... $53,846

Capital Adequacy

Stockholders’ equity was $26.5 million at December 31, 2007, a 12.3% increase over the 2006 year-end
total of $23.6 million. The increase was primarily a result of earnings and an increase in the market value of
available for sale securities, the adjustment in other comprehensive income for defined benefit and post
retirement health benefits, partially offset by dividend payments. Average stockholders’ equity as a percentage of
average total assets amounted to 9.2% in 2007, 9.3% in 2006, and 9.2% in 2005.

Regulatory requirements relating to capital adequacy provide minimum risk-based ratios that assess capital
adequacy while encompassing all credit risks, including those related to off-balance sheet activities. Capital
ratios under these guidelines are computed by weighing the relative risk of each asset category to derive risk-
adjusted assets. The risk-based capital guidelines require minimum ratios of core (Tier 1) capital (common
stockholders’ equity) to risk-weighted assets of 4.0% and total regulatory capital (core capital plus allowance for
loan losses up to 1.25% of risk-weighted assets) to risk-weighted assets of 8.0%. As of December 31, 2007 the
Company and Bank had ratios of Tier | capital to risk-weighted assets of 11.4% and 10.8%, respectively, and
ratios of total capital to risk-weighted assets of 12.4% and 11.8%, respectively. These ratios continue to compare
favorably to our peer group and are in excess of all regulatory minimum requirements.

In addition, a minimum leverage ratio of Tier | capital to average total assets for the previous quarter is
required by federal bank regulators, ranging from 3.0% to 5.0%, subject to the regulator’s evaluation of the
Bank’s overall safety and soundness. As of December 31, 2007, the Company and the Bank had ratios of
year-end Tier ] capital 10 average total assets for the fourth quarter of 2007 of 9.9% and 9.4%, respectively.
Table 15 sets forth summary information with respect to the Company and the Bank’s capital ratios at
December 31, 2007, 2006 and 2003. All capital ratio levels indicate that the Company and the Bank are well
capitalized, as illustrated in Note 14.
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Table 15. Year-End Risk-Based Capital (thousands)

2007 2006 2005
Bank of Bank of Bank of
Consolidated  Botetourt  Consolidated  Botetourt  Consolidated  Botetourt

Tier leapital ................... $ 26727 $25328 § 24,311 § 22911 § 21671 § 20,270
Qualifying allowance for loan losses

(limited to 1.25% of risk-weighted

asSets) .. ... 2,292 2,292 2,502 2,502 2,271 2,271
Total regulatory capital .......... $ 29019 § 27620 3% 26813 § 25413 §$ 23942 § 22541
Total risk-weighted assets . ....... $234,136  $233,830 $204,253 3203989 $181,776 $181,579
Tier | as a percent of risk-wetghted

ASSEES ..t 11.4% 10.8% 11.9% 11.2% 11.9% 11.2%
Total regulatory capital as a percent

of risk-weighted assets .......,, 12.4% 11.8% 13.1% 12.5% 13.2% 12.4%
Leverageratio* ................. 99% 94% 9.8% 9.3% 9.2% 8.6%

* Tier | capital divided by average total assets for the quarter ended December 31.

At December 31, 2007 the Company had 1,243,300 shares of common stock outstanding, which were held
by approximately 865 shareholders of record.

Off-Balance Sheet Arrangements

For more information regarding financial instruments with off-balance sheet risk, see Note 13 to the
Company's Consolidated Financial Statements.

Liquidity

One of the principal goals of the Bank’s asset and liability management strategy is to maintain adequate
liquidity. Liquidity is the ability to convert assets to cash to fund depositors’ withdrawals or borrowers’ loans
without significant loss. Management must ensure that adequate funds are available at all times to meet the needs
of our customers. On the asset side of the balance sheet, cash, maturing investments, loan payments, maturing
loans, federal funds sold, and unpledged investment securities are principal sources of liquidity. On the iiability
side of the balance sheet, liquidity sources include core deposits, the ability to increase large denomination
certificates, federal funds lines from correspondent banks, borrowings from the Federal Reserve Bank and the
Federal Home L.oan Bank, as well as the ability to generate funds through the issvance of long-term debt and
equity. The liquidity ratio {the level of liquid assets divided by total deposits plus short-term liabilities) is
considered to be adequate by management. There were no material changes in the Company’s liquidity position
at December 31, 2007 compared to December 31, 2006.

The Bank uses cash and federal funds sold to meet its short-term daily funding needs. During 2007 the flat
yield curve interest rate environment provided minimal profit incentive for purchasing longer-term investments,
Management determines, based on such items as loan demand and deposit activity, an appropriate level of cash
and federal funds sold and seeks to maintain that level.

Federal fund lines available from correspondent banks totaled $17,000,000 at December 31, 2007 and
December 31, 2006, respectively. At December 31, 2007, the outstanding balance on these lines were $2,134,000
compared 1o $1,341,000 at December 31, 2006. During the first quarter of 2008, the federal funds lines available
from correspondent banks increased to $21,500,000 as a result of the Bank’s capital growth. The secondary
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liquidity source for both short-term and long-term borrowings consists of a $9,900,000 secured line of credit
from the Federal Home Loan Bank. No balance was outstanding on this line at December 31, 2007 or
December 31, 2006. Any borrowings from the Federal Home Loan Bank are secured by a blanket collateral
agreement on the Bank’s 1-10-4 family residential real estate loans.

The Bank's investment portfolio also serves as a source of liquidity, The primary objectives of the
investment portfolio are to satisfy liquidity requirements, maximize income on portfolio assets, and supply
collateral required to secure public funds deposits. As investment securities mature, the proceeds are either
reinvested in federal funds sold to fund loan demand or deposit withdrawal fluctuations or the proceeds are
reinvested in similar investment securities. The majority of investment security transactions consist of replacing
securities that have been called or matured. The Bank keeps a portion of its investment portfolio in unpledged
assets that are less than 24 months to maturity. These investments are a source of liquid funds as they can be sold
in any interest rate environment without causing significant harm to the current period’s resuits of operations.

As a result of the scenario described above, management believes that the Company maintains overall
liquidity sufficient to satisfy its depositors’ requirements and meet its customers’ credit needs.

‘The following table shows key financial ratios that often are used to compare the performance of financial
institutions.

Table 16. Key Financial Ratios

2007 2006 2005

ReElurn On average assels .. ... ..ot iontrrannnrernecnnnnannns 1.24% 1.41% 143%
Return onaverage equily . ... ..oiuunr e i i 13.47% 15.18% 15.60%
Average equity 10 average assels ... ... ... it i 921% 926% 9.17%
Dividend payout ratio .. ... ..uee e e 29.59% 25.69% 23.10%

Recent Accounting Pronouncements and Future Accounting Considerations

In September 2006, the FASB issued Statement of Financial Accounting Standard (“SFAS”) No. 157, “Fair
Value Measurements.” SFAS No. 157 defines fair value, establishes a framework for measuring fair value in
generally accepted accounting principles, and expands disclosures about fair value measurements. This standard
eliminates inconsistencies found in various prior pronouncements but does not require any new fair value
measurements. SFAS No. 157 is effective for the Company on January 1, 2008 and will not impact the
Company’s accounting measurements but it is expected to result in additional disclosures.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment of FASB Statement No. 1157 (“"SFAS 159”). This statement
permits, but does not require, entities to measure many financial instruments at fair value. The objective is to
provide entities with an opportunity to mitigate volatility in reported earnings caused by measuring related assets
and liabilities differently without having to apply complex hedge accounting provisions. Entities electing this
option will apply it when the entity first recognizes an eligible instrument and will report unrealized gains and
losses on such instruments in current earnings. This statement 1) applies to all entities, 2) specifies certain
election dates, 3) can be applied on an instrument-by-instrument basis with some exceptions, 4) is irrevocable
and 5) applies only to entire instruments. One exception is demand deposit liabilities which are explicitly
excluded as qualifying for fair value. With respect to SFAS 115, available-for-sale and held-to-maturity
securities at the effective date are eligible for the fair value option at that date. If the fair value option is elected
for those securities at the effective date, cumulative unrealized gains and losses at that date shall be included in
the cumulative-effect adjustment and thereafter, such sccurities will be accounted for as trading securities. SFAS
159 is effective for the Company on lanuary 1, 2008. The Company is currently analyzing the fair value option
that is permitted, but not required, under SFAS No. 159.
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In November 2007, the Securities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin
No. 109, “Written Loan Commitments Recorded at Fair Vatue Through Earnings” (“SAB 109”). SAB 109
expresses the current view of the SEC staff that the expected net future cash flows related to the associated
servicing of the loan should be included in the measurement of all written loan commitments that are accounted
for at fair value through earnings. SEC registrants are expected to apply this guidance on a prospective basis to
derivative loan commitments issued or modified in the first quarter of 2008 and thereafter. The Company is
currently analyzing the impact of this guidance, which relates to the Company’s mortgage loans held for sale.

In December 2007, the FASB issued SFAS No. 141(R), “Business Combinations,” (“SFAS 141(R)”) which
replaces SFAS 141, SFAS 141(R) establishes principles and requirements for how an acquirer in a business
combination recognizes and measures in its financial statements the identifiable assets acquired, the liabilities
assumed, and any controlling interest; recognizes and measures goodwill acquired in the business combination or
a gain from a bargain purchase; and determines what information to disclose to enable users of the financial
statements to evaluate the nature and financial effects of the business combination. FAS 141(R) is effective for
acquisitions by the Company taking place on or after January 1, 2009. Early adoption is prohibited. Accordingly,
a calendar year-end company is required to record and disclose business combinations following existing
accounting guidance until Janvary 1, 2009. The Company will assess the impact of SFAS 141(R) if and when a
future acquisition occurs,

In December 2007, the FASB issued SFAS No. 160, “Noncontrotling Interests in Consolidated Financial
Statements—an amendment of ARB No. 517 (“SFAS 1607). SFAS 160 establishes new accounting and reporting
standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. Before this
statement, limited guidance existed for reporting noncontrolling interests (minority interest). As a result,
diversity in practice exists. In some cases minority interest is reported as a liability and in others it is reported in
the mezzanine section between liabilities and equity. Specifically, SFAS 160 requires the recognition of a
noncontrolling interest {minority interest) as equity in the consolidated financials statements and separate {Tom
the parent’s equity. The amount of net income attributable to the noncontrolling interest will be included in
consolidated net income on the face of the income statement. SFAS 160 clarifies that changes in a parent’s
ownership interest in a subsidiary that do not result in deconsolidation are equity transactions if the parent retains
its controlling financial interest. In addition, this stalement requires that a parent recognize gain or loss in net
income when a subsidiary is deconselidated. Such gain or loss will be measured using the fair value of the
noncontrolling equity investment on the deconsolidation date. SFAS 160 also includes expanded disclosure
requirements regarding the interests of the parent and its noncontrolling interests. SFAS 16( is effective for the
Company on January 1, 2009. Earlier adoption is prohibited. The Company is currently evaluating the impact, if
any, the adoption of SFAS 160 will have on its consolidated financial statements,

Effective February 4, 2008, the Securities Exchange Commission (“SEC”) published amendments to its
disclosure and reporting requirements under the Securities Act of 1933 and the Securities Exchange Act of 1934,
This release formalizes the decisions made by the SEC on November 15, 2007. Among the changes included in
the amendments are the replacement of the current “small business issuer” category with a new expanded
category of “smaller reporting companies” having iess than $75 million in public equity float or, if a company
does not have a calculable public equity float, having revenues of less than $50 million in the last fiscal year;
expanded eligibility for the SEC’s scaled disclosure and reporting requirements for smaller companies by
allowing the newly defined category of smaller reporting companies to use the scaled disclosure requirements;
transfer of the 12 nonfinancial scaled disclosure item from Regulation S-B into Regutation S-K and permission to
allow smaller reporting companies to elect to comply with scaled financial disclosure and nonfinancial disclosure
on an item-by-item or “a la carte” basis. The Company qualifies for the scaled financial disclosure and has
adopted the provisions allowed by the SEC.

Other accounting standards that have been issued or proposed by the FASB or other standards-setting bodies are
not expected to have a material impact on the Company’s financial position, results of operations and cash flows.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Not applicable.

Item 8. Financial Statements and Supplementary Data
Financial Statements:

Report of Independent Registered Public Accounting Firm ... ... ...l
Consolidated Balance Sheets as of December 31,2007 and 2006 ...... ... .. ... ..oooiiiialt
Consolidated Statements of Income for the three years ended December 31, 2007, 2006 and 2005 . .. ..
Consolidated Statements of Changes in Stockholders’ Equity for the three years ended December 31,

2007, 2006 and 2005 . ... ot ae e
Consolidated Statements of Cash Flows for the three years ended December 31, 2007, 2006 and

0 T
Notes to Consolidated Financial Statements . .. ... ittt et e e e s e s nn e ans

Supplementary Data:
Not applicable.
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Report of Independent Registered Public Accounting Firm

Board of Directors and Stockholders
Botetourt Bankshares, Inc.
Buchanan, Virginia

We have audited the consolidated balance sheets of Botetourt Bankshares, Inc. and subsidiaries as of
December 31, 2007 and 2006 and the related consolidated statements of income, changes in stockholders’ equity
and comprehensive income and cash flows for each of the three years in the period ended December 31, 2007.
These consolidated financial statements are the responsibility of the Company’s management. Qur responsibility
is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation, We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Botetourt Bankshares, Inc. and subsidiaries at December 31, 2007 and 2006, and the
results of their operations and their cash flows for each of the three years in the period ended December 31, 2007,
in conformity with accounting principles generally accepted in the United States of America.

We were not required to be engaged to examine management’s assertion about the effectiveness of
Botetourt Bankshares Inc. and subsidiaries internal control over financial reporting as of December 31, 2007

included in the accompanying Form 10-K and, accordingly, we do not express an opinion thereon.

fs/  ErLLiotT Davis, LLC

Elliott Davis, LLC
Galax, Virginia
March 25, 2008




Consolidated Balance Sheets
December 31, 2007 and 2006

| Assets
Cashanddue from banks .. ... . i e
Interest-bearing deposits with banks .. ... ... ... ... ... ...
Investment securities available forsale .. .. ... ... . i il
investment securities held to maturity (fair value approximates $1,349,603 in
2007 and $1,525,353 00 2006) .. ..ot
Restricted equity SECUMLIES ... ..o it i i
Loans, net of allowance for loan losses of $2,291,617 in 2007 and $2,502,122 in
2006
Property and quipment, NeL . ... ..uu ettt
AcCrucd InCOIME . .. ..ttt e e T
Foreclosed assBlS oo v vt e e e
00T g T ot . S S GO

Total SSEIS .. ..o e
Liabilities and Stockholders’ Equity
Liabilities '
Noninterest-bearing deposits ... ... i e
Interest-bearing deposits ... ... . .. L

Total deposits .. ... e
Federal funds purchased ......... ... .. .. .. Ll
Accrued interestpayable .. ... ... . . e
Other liabilities ... ... .. e

Total Habililies . ..o i e e

Commitments and CONUNZENCIES . .. ... .. o ittt

Stoekholders’ equity
Commen stock, $1.00 par value; 2,500,000 shares authorized; 1,243,300 and
1,241,750 shares issued and outstanding in 2007 and 2006, respectively ... ..
Additional paid-incapital ... ... ... .
Retained €amings . ... ..ovor it i e e e
Accumulated other comprehensive loss ........... ... ... .. .. o
Total stockholders™ equity .. ... .o e

Total liabilities and stockholders’ equity . ............ ...,

See Notes to Consolidated Financial Statements
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2007

2006

$ 7.680.230

$ 8,258,003

219,756 163,151
20,659,344 24,798,980
1,350,000 1,539,933
505,500 524,600
235,388,641 209541312
8,195,018 5,625,914
1,629,754 1,513,122
1,475,000 —
2,528,324 2,417,302
$279,631,567 $254,382,317

$ 32,442,608

$ 33,768,568

215,663,359 193,460,839
248,105,967 227,229,407
2,134,000 1,341,000
1,400,970 043,449
1,539,240 1,245,669
253,180,177 230,759,525
1,243,300 1,241,750
1,577,284 1,546,984
23,909,897 21,544,114
(279,091) (710,056)
26,451,390 23,622,792
$279,631,567 $254,382,317




. Consolidated Statements of Income
| Years ended December 31, 2007, 2006 and 2005
2007 2006 2005
Interest income
| Loansand feesonloans ............ . ... i .. $17.584,315 $15401,475 §$12,743,231
; Federal fundssold ........... ... ... .. ... it 378,481 339,821 158,555
'} Investment securities:
| Taxable . ... .. e 625,040 786,534 569,211
- Exempt from federal incometax ..................... 347,205 371,941 371,339
[ Dividend income . ........ ... .. i 48,939 43,369 33,247
| Deposits withbanks ... . .. .. ... .. .. ... ... 9,990 12,103 5,422
' Total interestincome . .........«couvvrernennn.. 18,993,970 16,955,243 13,881,005
Interest expense
Deposits . ..o oo 8,064,290 6,047,705 4,052,837
Federal funds purchased ........ ... ... ... ... .. ... ..., 8.574 35,943 16,848
' Total interest expense . ...........c.ccoeeeenann., 8,072,864 6,083,648 4,069,685
Netinterest income . ......ov i iennnnnnnn . 10,921,106 10,871,595 9,811,320
Provision forloan losses .. .. ... .. ... ... ... . i, 275,000 300,000 450,000
Net interest income after provision for loan losses ... 10,646,106 10,571,595 9,361,320
Noninterest income
Service charges on depositaccounts ...................... 927,228 886,511 859.425
Other service chargesandfees .......................... 192,986 191,211 178,603
, Mortgage originationfees . ........ .. ... . ... ... oL 245,448 340,376 407,115
L Commissions on title services . . ... . ... ... ... 106,187 181,085 224,748
' Net realized gains on sales of securities ................... — — 7,198
OHher INCOME . ... et e e e 205,731 194,539 241,332
Total noninterest iNCOME . .. .. ..o vvvvnrrvrnnn... 1,677,580 1,793,722 1,918,421
Noninterest expense
Salaries and employee benefits . ......... ... ... ... ... 4,223,613 4,238,654 3,814,394
OCCUPANCY - ..o e 413,779 412,882 391,494
Equipment ... ... . e 639,019 690,582 569,671
Foreclosed assets, net . ... ... e, 54,929 2,559 36,665
Advertising and publicrelations . ... .. ... .. . L oLl 177,633 188,055 142,994
Outside SeTVICES . ... e 219,101 183,042 163,507
Other general and administrative ........................ 1,686,628 1,599,559 1,506,416
Total noninterest eXpense . ..............cooe... 7414702 7,315,373 6,625,141
Income before income taxes .................... 4,908,984 5,049,944 4,654,600
Income tax expense 1,549,141 1,572,889 1,444,578
Netincome . ......... ..t inninnnan.. $ 3,359,843 $ 3.477.055 $ 3,210,022
Basic earningspershare .............. . ... ... ... .0, $ 270§ 280 % 2.60
Diluted earningspershare . .. ..... ... ... .. . ... ... 000, $ 270 % 280 % 2.60
Basic weighted average shares outstanding .. .. ............... 1,242,689 1,240,755 1,235,657
Diluted weighted average shares outstanding .. .. .............. 1,245,626 1,243,622 1,236,967

See Notes to Consolidated Financial Statements
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Consolidated Statements of Changes in Sfockholders’ Equity and
Comprehensive Income
Years ended December 31, 2007, 2006 and 2005

Acc;l)mulaled
Additional the
Common Steck Paildl-cilrlla Retained Comprelf:nsive
Shares Amount Capital Earnings Income (Loss) Total

Balance, December 31,2004 . ... .. 1,232,745 $1,232,745 $1,361,970 $16,491,678 §$ 369,780 $19,456,173
Netincome .................... — — — 3,210,022 — 3,210,022
Net change in unrealized

appreciation on investment

securities available for sale, net of

taxes of $(175,747)y ............ — — —— — (341,155) (341,155)
Reclassified securities gains realized,

net of taxes of $(2,447) ......... — — — — 4,751) 4,751)
Total comprehensive income . . . ... 2,864,116
Dividends declared ($.60 per

share} .. .......... ... ... ..., — — — (741,401) — (741,401)
Stockissued . .........oviia ey 1,376 7,376 148,781 — — 156,157
Balance, December 31, 2005 . .. ... 1,240,121 1,240,121 1,510,751 18,960,299 23,874 21,735,045
Netincome ..........ccceneeenn.. — — — 3,477,055 — 3,477,055
Net change in unrealized

appreciation on investment

securities available for sale, net of

taxes of $(40,717) .. ... ... ... — — — — 79,041 79,041
Total comprehensive income . . . . .. 3,556,096
Adjustment to initially apply FASB

Statement No. 158: Defined

benefit pension plan, net of taxes

of $(342,655) .. ... ...l — — — — (665,153) (665,153)

Post retirement health, net of
taxes of $(76,149) ... ... .. — — — — (147,818) (147,818)

Dividends declared ($.72 per

share) ... ... i — — — (893,240) — (893,240)
Stockissued .................... 1,629 1,629 36,233 — — 37.862
Balance, December 31, 2006 . . . . .. 1,241,750 1,241,750 1,546,984 21,544,114  (710,056) 23,622,792
Netincome . ........c.vvevnenn- — — — 3,359,843 — 3,359,843

Net change in unrealized

appreciation on investment

securities available for sale, net of

taxesof $(77,464) ............. — — — — 150,372 150,372
Net change in defined benefit

pension plan, net of taxes

$(140,026) ... .. — — — — 271,815 271,815
Net change in post retirement health,

net of taxes of ${(4,522) ......... — — — — 8,778 8,778
Total comprehensive income . . . . .. : 3,790,808
Dividends declared ($.80 per

share) .. ... ... ... — — — (994,060) — (994,060}
Stockissued..........ovvveonn. 1,550 1,550 30,300 — — 31,850
Balance, December 31, 2007 . ... .. 1,243,300 $1,243.300 $1,577,284 $23,909,897 $(279,091) $26,451,390

See Notes to Consolidated Financial Statements
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Consolidated Statements of Cash Flows
Years ended December 31, 2007, 2006 and 2005

2007 2006 2005
Cash flows from operating activities
NelinCOME ... e e et i e e e enn $ 3359843 § 3477055 % 3,210,022
Adjustments to reconcile net income to net cash provided by
operations;
Depreciation and amortization ....................... 654,586 619,055 573,746
Provision forloanlosses ........... v, 275,000 300,000 450,000
Deferred income taxes .. ... (8.943) (13,681) (122,372}
Net realized losses on salesof assets .................. 1,416 989 30,621
Accretion of discount on securities, net of amortization of
PIrEMILUMS L .o ittt e e et e e (3,106) (7,925) (6,712)
Changes in assets and liabilities:
Accruedincome ... ... .. ... {116,632) (290,311) (241,128)
Other a88et8 ...t i i e e (384,991 (181,327} (547,606)
Accrued interest payable ........... ... ... ... ... 457,521 395,132 153,745
Other liabilities .......... ... ... .. 641,247 (434,115) (263,144)
Net cash provided by operating activities .. ..... 4,875,941 3,864,872 3,237,172
Cash flows from investing activities
Net (increase) decrease in interest-bearing deposits with
banks ... (56,605) 128,497 (96,948)
Net (increase) decrease in federal fundssold ................ — 6,752,000 (2,970,000)
Purchases of investment securities—held to matrity ... ...... 1,250,000y {200,000) (200,000)
Purchases of investment secunties—available forsale ... ..... (3,529,488) (4,026,292) (6,258,126)
Purchases of restricted equity securities .................... — (50,600} (34,300)
Maturities of investment securities—held to maturity ......... 1,440,000 470,000 650,000
Maturities of investment securities—available forsale .. ...... 7,900,000 7,295,000 760,000
Redemption of restricted equity securities .................. 19,100 — 800,500
Netincrease inloans ... ......... ... i mnnnn.. (27,722,329) (26,568,701) (14,918,653)
Purchases of property and equipment, net . ................. (3.112,667) (343,311) (473.972)
Proceeds from sales of property and equipment .............. 25,925 9,011 1,600
Proceeds from sales of foreclosed assets ................... 125,000 70,000 88,500
Net cash used in investing activities ........... 26,161,064y (16,464,396} (22,651,399)
Cash flows from financing activities
Net increase (decrease) in noninterest-bearing deposits . ... .... (1,325.9600 2,403,216 3,575,150
Net increase in interest-bearing deposits .. .................. 22,202,520 8,983,110 19,620,455
Net increase in federal funds purchased .. .................. 793,000 1,341,000 —
Common stockissued ....... ... . i, 31,850 37,862 156,157
Dividends paid . ..., ... ... ... {994,060) (893,240) (741,401)
Net cash provided by financing activities ....... 20,707,350 11,871,948 22,610,361
Net increase (decrease) in cash and cash
equivalents . ... .. ... .. L . (577,773) (727,576) 3,196,134
Cash and due from banks, beginning . ........................ 8,258,003 8,985,579 5,789,445
Cash and due from banks, ending . ........................... $ 7.680,230 § 8,258,003 $ 8.985579
Supplemental disclosure of cash flow information
Interestpaid ... ... .. ... i $ 7.615344 § 5688516 $ 3,915,940
Taxes patd . .. ... e $ 1,296250 $ 1,642,740 $ 1,984,432
Supplemental disclosure of noncash activities
Other real estate acquired in settlement of loans . ............ $ 1,600,000 $ 80,000 $ 71,450

See Notes to Consolidated Financial Statements
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Note 1. Organization and Summary of Significant Accounting Policies
Organization

Botetourt Bankshares, Inc. (the “Company™} is a Virginia bank holding company whose principal activity is
the ownership and management of its wholly-owned subsidiary, Bank of Botetourt (the “Bank™). The Bank is a
Virginia state-chartered bank subject to regulation by the Bureau of Financial Institutions and the Federal
Deposit Insurance Corporation. The Bank provides full banking services through nine branch offices in
Botetourt, Roancke, Rockbridge, and Franklin counties in Virginia. The Bank has a wholly-owned subsidiary,
Buchanan Service Corporation, which conducts its operations through a minority interest in an insurance
company, a minority interest in an investment company, majority interests in two title insurance companies and
as an agent for sale of life and disability insurance,

The accounting and reporting policies of the Company, the Bank and Buchanan Service Corporation follow
generally accepted accounting principles and general practices of the financial services industry. Following is a
summary of the maore significant policies.

Critical Accounting Policy

Management believes the policy with respect to the methodology for the determination of the allowance for
loan losses involves a high degree of complexity. Management must make difficult and subjective judgments
which often require assumptions or estimates about highly uncertain matters. Changes in these judgments,
assumptions or estimates could cause reported results to differ materially. This critical policy and its application
are periodically reviewed with the Audit Committee and Board of Directors.

Principles of Consolidation

The consolidated financial statements include the accounts of the Company, the Bank, and Buchanan
Service Corporation. All significant intercompany transactions and balances have been eliminated in
consolidation.

Business Segments

The Company reports its activities as a single business segment. In determining proper segment definition,
the Company considers the materiality of a potential segment and components of the business about which
financial information is available and regularly evaluated, relative to resource allocation and performance
assessment.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities,
disclosure of contingent assels and liabilities at the date of the financial statements, and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates.

Material estimates that are particularly susceptible to significant change relate to the determination of the
allowance for loan losses. In connection with the determination of the allowance for loan losses, management
obtains independent appraisals for significant properties.

Substantially atl of the Company’s loan portfolio consists of loans in its market area. Accordingly, the
ultimate collectability of a substantial portion of the Company’s loan portfolio is susceptible to changes in local
market conditions. The regional economy is diverse, but influenced to an extent by the manufacturing, services,
and agricultural segments,
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While management uses available information to recognize loan losses, future additions to the allowance
may be necessary based on changes in local economic conditions. In addition, regulatory agencies, as a part of
their routine examination process, periedically review the Company’s allowance for loan losses. Such agencies
may require additions to the allowance based on their judgments about information avaitable to them at the time
of their examinations. Because of these factors, it is reasonably possible that the allowance for loan losses may
change materially in the near term.

Cash and Cash Equivalents

For the purpose of presentation in the consolidated statements of cash flows, cash and cash equivalents are
defined as those amounts included in the balance sheet caption “cash and due from banks.”

Interest-bearing Deposits with Banks

[nterest-bearing deposits with banks are carried at cost.

Trading Securities

The Company does not hold securities for short-term resale and therefore does not maintain a trading
securities portfolio.

Investment Securities

Debt securities that management has the positive intent and ability to hold to maturity are classified as “held
to maturity” and recorded at amortized cost. Securities not classified as held to maturity or trading, including
equity securities with readily determinable fair values, are classified as “available for sale” and recorded at fair
value, with unrealized gains and losses excluded from earnings and reported in other comprehensive income.

Purchase premiums and discounts are recognized in interest income using the interest method over the terms
of the securities. Declines in the fair value of held to maturity and available for sale securities below their cost
that are deemed to be other than temporary are reflected in earnings as realized losses. In estimating other-than-
temporary impairment losses, management considers (1) the length of time and the extent to which the fair value
has been less than cost, (2) the financial condition and near-term prospects of the issuer, and (3) the intent and
ability of the Company to retain its investment in the issuer for a period of time sufficient to allow for any
anticipated recovery in fair valve. Gains and losses on the sale of securities are recorded on the trade date and are
determined using the specific identification method.

Loans Receivable

Loans receivable that management has the intent and ability to hold for the foreseeable future, or until
maturity or pay-off, are reported at their outstanding principal amount adjusted for charge-offs, the allowance for
loan losses, and any deferred fees or costs on originated loans.

Loan origination fees and costs are capitatized and recognized as an adjustment to the yield on the related
loan. Discounts and premiums on residential real estate loans are amortized 1o income using the interest method
over the remaining period contractual maturity, adjusted for anticipated prepayments, Discounts and premiums
on consumer loans are recognized over the expected lives of the loans using methods that approximate the
interest method.

Interest is accrued and credited to income based on the principal amount outstanding. The accrual of interest
on impaired loans is discontinued when, in management’s opinion, the borrower may be unable te meet
payments as they become due. When interest accrual is discontinued, all unpaid accrued interest is reversed.
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Interest income is subsequently recognized only to the extent cash payrilems are received. When facts and
circumstances indicate the borrower has regained the ability to meet required payments, the loan is returned to
accrual status. Past due status of loans is determined based on contractual terms.

Allowance for Loan Losses

The allowance for loan losses is an estimate of the losses that may be sustained in the loan portfolio. The
allowance is based on three basic principles of accounting: (i) Statement of Financial Accounting Standards
(“SFAS™) No. 5, “Accounting for Contingencies”, which requires that losses be accrued when they are probable
of occurring and estimable, (ii) SFAS No. 114, “Accounting by Creditors for Impairment of a Loan”, which
requires that losses be accrued based on the differences between the value of collateral, present value of future
cash flows or values that are observable in the secondary market, and the loan balance, and (iii) SFAS No. 118,
“Accounting by Creditors for Impairment of a Loan, Income Recognition and Disclosures—an amendment of
SFAS 114", which allows a creditor to use existing methods for recognizing interest income on an impaired loan.

The allowance for loan losses is established as losses are estimated to have occurred through a provision for
loan losses charged to earnings. Loan losses are charged against the allowance when management believes the
uncollectability of a loan balance is confirmed. Subsequent recoverics, if any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon management’s
periodic review of the collectability of the loans in light of historical experience, the nature and volume of the loan
portfolio, adverse situations that may affect the borrower’s ability to repay, estimated value of any underlying collateral
and prevailing economic conditions and environmental factors. This evaluation is inherently subjective as it requires
estimates that are susceptible to significant revision as more information becomes available.

The allowance consists of specific, general and unallocated components. The specific component relates to
loans that are classified as impaired, for which an allowance is established when the discounted cash flows (or
collateral value or observable market price) of the loan is lower than its carrying value. The general component
covers non-impaired loans and is based on historical loss experience adjusted for qualitative factors. Historical
losses are categorized into risk-similar loan pools and a loss ratio factor, based on a five year average loss
history, is applied to each group’s loan balances 1o determine the allocation.

An unatlocated component is maintained to cover uncertainties that could affect management’s estimate of
probable losses. The unallocated component of the allowance reflects the margin of imprecision inherent in the
underlying assumptions used in the methodologies for estimating specific and general losses in the portfolio.

During 2007 the Company modified its estimate after giving consideration to the interagency statement and
reevaluated its definition of an impaired loan. A loan is considered impaired when, based on current information
and events, it is probable that the Company will be unable to collect the scheduled payments of principal or
interest when due according to the contractual terms of the loan agreement. Factors considered by management
in determining impairment include payment status, recent payment history, and the probability of collecting
scheduled principal and interest payments when due. Loans that experience insignificant payment delays and
payment shortfalls generally are not classified as impaired. Management determines the significance of payment
delays and payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the borrower’s
prior payment record, and the amount of the shortfall in relation to the principal and interest owed. Impairment is
measured on a loan by loan basis for commercial and construction loans by either the present value of expected
future cash flows discounted at the loan’s effective interest rate, the loan’s obtainable market price, or the fair
value of the collateral if the loan is collateral dependent. Large groups of smaller balance homogeneous loans are
collectively evaluated for impairment. Accordingly, the Company does not generally separately identify
individual consumer and residential loans for impairment disclosures.
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Qualitative and environmental factors include external risk factors that management believes affect the
overall lending environment of the Company. Environmental factors that management of the Company routinely
analyze include levels and trends in delinquencies and impaired loans, levels and trends in charge-offs and
recoveries, trends in volume and terms of loans, effects of changes in risk selection and underwriting practices,
experience, ability, and depth of lending management and staff, national and local economic trends and
conditions, banking industry conditions, and the effect of changes in credit concentrations.

Property and Equipment

Land is carried at cost. Buildings and furniture and equipment are carried at cost, less accumulated
depreciation and amoriization compuied principally by the straight-line method over the following estimated
useful lives or lease terms:

Years
Buildings and improvements . ........ ... .. it e 10-50
Furniture and equipment . ........ ... .. i e 3-10

Foreclosed Assets

Asgsets acquired through, or in lieu of, loan foreclosure are held for sale and are initially recorded at fair
value at the date of foreclosure, establishing a new cost basis. Subsequent to foreclosure, valuations are
periodically performed by management and the assets are carried at the lower of carrying amount or fair value
less cost 1o sell. Revenue and expenses from operations, gains and losses on sale, and changes in the valuation
allowance are included in net expenses from foreclosed assets.

Stock-based Compensation

The Company maintains a stock-based compensation plan that provides for grants of stock options to
selected employees. This plan has been approved by the Company’s stockholders. The fair value of the
Company’s stock options granted is estimated at the date of grant using the Black-Scholes option-pricing model,
This model requires the input of highly subjective assumptions, changes to which can materially affect the fair
value estimate. Additionally, there may be other factors that would otherwise have a significant effect on the
value of stock options granted but are not considered by the model. Because the Company’s stock options have
characteristics significantly different from those of traded options and because changes in the subjective input
assumptions can materially affect the fair value estimate, in management’s opinion, the existing models do not
necessarily provide a reliable single measure of the fair value of its stock options at the time of grant.

Employee Benefit Plans

A noncontributory defined benefit pension plan is provided for all employees who meet eligibility
requirements, To be eligible, an employee must be 21 years of age and have completed one year of service. Plan
benefits are based on final average compensation and years of service. The funding policy is to contribute the
maximum deductible for federal income tax purposes. The Company also provides a qualified 401(k) retirement
savings plan. All full-time employees are eligible to participate on a voluntary basis, after completing their first
year of service. All employees may elect to make pretax contributions up to the maximum amount allowed by the
Internal Revenue Service. The first six percent (6%) of employee contributions are matched fifty percent
(50%) by the Company. The Company sponsors a post-retirement health care plan for certain retired employees.

Advertising and Public Relations Expense

The Company expenses advertising and public relations costs as they are incurred.
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Transfers of Financial Assets

Transfers of financial assets are accounted for as sales when control over the assets has been surrendered.
Control over transferred assets is deemed to be surrendered when (1) the assets have been isolated from the
Company, (2) the transferee obtains the right (free of conditions that constrain it from taking advantage of that
right) to pledge or exchange the transferred assets, and (3) the Company does not maintain effective control over
the transferred assets through an agreement to repurchase them before their maturity.

Income Taxes

Provision for income taxes is based on amounts reported in the statements of income (after exclusion of
non-taxable income such as interest on state and municipal securities) and consists of taxes currently due plus
deferred taxes on temporary differences in the recognition of income and expense for tax and financial statement
purposes. Deferred tax assets and liabilities are included in the financial statements at currently enacted income
tax rates applicable to the period in which the deferred tax assets or liabilities are expected to be realized or
settled. As changes in tax laws or rates are enacted, deferred taxes assets and liabilities are adjusted through the
provision for income taxes.

Deferred income tax liabilities relating to unrealized appreciation (or the deferred tax asset in the case of
unrealized depreciation) on investment securities available for sale and the defined benefit plan and post-
retirement benefits are recorded in other liabilities (assets). Such unrealized appreciation or depreciation is
recorded as an adjustment to equity in the financial statements and not included in income determination until
realized. Accordingly, the resulting deferred income tax liabilities or assets are also recorded as an adjustment to

equity.

In 2006, the FASB issued Interpretation No. 48 (FIN 48), “Accounting for Uncertainty in Income Taxes—
an Interpretation of SFAS No. 109.” FIN 48 clarifies the accounting for uncertainty in income taxes recognized
in an enterprise’s financial statements in accordance with SFAS No. 109, “Accounting for Income Taxes.”

FIN 48 also prescribes a recognition threshold and measurement of a tax position taken or expected to be taken in
an enterprise’s tax return, FIN 48 is effective for fiscal years beginning after December 15, 2006. Accordingly,
the Company adopted FIN 48 effective January 1, 2007. The adoption of FIN 48 did not have any impact on the
Company’s consolidated financial position.

During 2007, the Company implemented the deferral of loan fees and their associated costs for financial
statement purposes. Current tax regulations suggest that loan fees also be deferred using the effective yield
method for income tax purposes. These regulations also suggest that the associated costs, which are primarily
employee salaries, be currently deducted. Due to limitations in the Company’s accounting software, the
Company has chosen to accelerate revenue recognition by including these loan fees in current year income. As a
result of the implementation of FIN 48, the Company has not incurred a tax benefit because the payment of tax
on these fees has been accelerated. There has been no adjustment to the balance in retained earnings as a result of
this tax position.

In the event that the Company has an unrecognized tax benefit in future accounting periods, the Company
will recognize interest accrued related to the benefit in interest expense and penalties in operating expenses.
There were no interest or penalties related to an unrecognized tax benefit for the years ended December 31, 2007,
2006 and 2005. Because of the immaterial impact of deferred tax accounting, other than interest and penalties,
the reversal of the above treatment by taxing authorities, would not affect the annual effective tax rate but would
defer the payment of cash 1o the taxing authority to later periods. The Company’s tax filings for years ended
2004 through 2006 are currently open to audit under statutes of limitations by the Internal Revenue Service and
the Virginia Department of Taxation.
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Basic Earnings per Share

Basic earnings per share is computed by dividing income available to common stockholders by the weighted
average number of common shares outstanding during the periodl.

Diluted Earnings per Share

The computation of diluted earnings per share is similar to the computation of basic earnings per share
except that the denominator is increased to include the number of additional common shares that would have
been outstanding if dilutive potential common shares had been issued using the Treasury Stock Method.

Comprehensive Income

Comprehensive income reflects the change in the Company’s equity during the year arising from
transactions and events other than investments by, and distributions to, stockholders. It consists of net income
plus certain other changes in assets and liabilities that are reported as separate components of stockholders’
equity rather than as income or expense.

Financial Instruments

In the ordinary course of business the Company has entered into off-balance-sheet financial instruments
consisting of commitments to extend credit and commercial and standby letters of credit. Such financial
instruments are recorded in the financial statements when they are funded. Related fees are recorded when they
are incurred or received.

Fair Value of Financial Instruments

Statement of Financial Accounting Standards No. 107, “Disclosures about Fair Value of Financial
Instruments”, (SFAS No. 107), requires disclosure of fair value information about financial instruments, whether
or not recognized in the balance sheet. In cases where quoted market prices are not available, fair values are
based on estimates using present value or other valuation techniques, Those techniques are significantly affected
by the assumptions used, including the discount rate and estimates of future cash flows. In that regard, the
derived fair value estimates cannot be substantiated by comparison to independent markets and, in many cases,
could not be realized in immediate settlement of the instruments. SFAS No. 107 excludes certain financial
instruments and all nonfinancial instruments from its disclosure requircments. Accordingly, the aggregate fair
value amounts presented do not represent the underlying value of the Company.

The following methods and assumptions were used by the Company in estimalting its fair value disclosures
for financial instruments:

Cash and due from banks: The carrying amounts reported in the balance sheet for cash and cash equivalents
approximate their fair values.

Interest-bearing deposits with bank and federal funds sold: The carrying amounts of interest-bearing
deposits with banks and federal funds sold approximate their fair values.

Available for sale and held to maturity investment securities: Fair values for securities, excluding restricted
equity securities, are based on quoted market prices, where available. If quoted market prices are not available,
fair values are based on quoted market prices of comparable instruments. The carrying values of restricted equity
securities approximate fair values.
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Loans receivable: For variable-rate loans that reprice frequently and with no significant change in credit
risk, fair values are based on carrying amounts. The fair values for other loans are estimated using discounted
cash flow analysis, based on interest rates currently being offered for Ioans with similar terms to borrowers of
similar credit quality. Loan fair value estimates include judgments regarding future expected loss experience and
risk characteristics. Fair values for impaired loans are estimated using discounied cash flow analysis or
underlying collateral values, where applicable. The carrying amount of accrued interest receivable approximates
its fair value.

Deposit liabilities: The fair values disclosed for demand and savings deposits are, by definition, equal to the
amount payable on demand at the reporting date. The fair values for certificates of deposit are estimated using a
discounted cash flow calculation that applies interest rates currently being offered on certificates to a schedule of
aggregated contractual maturities on such time deposits. The carrying amount of accrued interest payable
approximates fair value.

Federal funds purchased: The carrying amounts of federal funds purchased approximate fair value.

Reclassification

Certain reclassifications have been made to the prior years’ financial statements to place themon a
comparable basis with the current year, Net income and stockholders’ equity previously reported were not
affected by these reclassifications.

Recent Accounting Pronouncements

In September 2006, the FASB issued Statement of Financial Accounting Standard (“SFAS”) No. 157, “Fair
Value Measurements.” SFAS No. 157 defines fair value, establishes a framework for measuring fair value in
generally accepled accounting principles, and expands disclosures about fair value measurements. This standard
eliminates inconsistencies found in various prior pronouncements but does not require any new fair value
measurements. SFAS No. 157 is effective for the Company on January 1, 2008 and will not impact the
Company's accounting measurements but it is expected to result in additional disclosures.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment of FASB Statement No. 115" (“SFAS 159”). This statement
permits, but does ntot require, entities to measure many financial instruments at fair value. The objective is to
provide entities with an opportunity to mitigate volatility in reported earnings caused by measuring related assets
and liabilities differently without having to apply complex hedge accounting provisions. Entities electing this
option will apply it when the entity first recognizes an eligible instrument and will report unrealized gains and
losses on such instruments in current earnings. This statement 1) applies to all entities, 2) specifies certain
election dates, 3) can be applied on an instrument-by-instrument basis with some exceptions, 4) is irrevocable
and 5) applies only to entire instruments. One exception is demand deposit liabilities which are explicitly
excluded as qualifying for fair value. With respect to SFAS 1135, available-for-sale and held-to-maturity
securities at the effective date are eligible for the fair value option at that date. If the fair value option is elected
for those securities at the effective date, cumulative unrealized gains and losses at that date shall be included in
the cumulative-effect adjustment and thereafier, such securities will be accounted for as trading securities. SFAS
159 is effective for the Company on January 1, 2008. The Company is currently analyzing the fair value option
that is permitted, but not required, under SFAS No. 159,

In November 2007, the Securities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin
No. 109, “Written Loan Commitments Recorded at Fair Value Through Earnings” (“SAB 1097). SAB 109

expresses the current view of the SEC staff that the expected net future cash flows related to the associated
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servicing of the loan should be included in the measurement of all written loan commitments that are accounted
for at fair value through earnings. SEC registrants are expected to apply this guidance on a prospective basis to
derivative loan commitments issued or modified in the first quarter of 2008 and thereafter. The Company is
currently analyzing the impact of this guidance, which relates to the Company’s mortgage loans held for sale.

In December 2007, the FASB issued SFAS No. 141(R), “Business Combinations,” (“SFAS 141(R)”) which
replaces SFAS 141. SFAS 141(R) establishes principles and requirements for how an acquirer in a business
combination recognizes and measures in its financial statements the identifiable assets acquired, the liabilities
assumed, and any controlling interest; recognizes and measures goodwill acquired in the business combination or
a gain from a bargain purchase; and determines what information to disclose to enable users of the financial
statements to evaluate the nature and financial effects of the business combination. FAS 141(R) is effective for
acquisitions by the Company taking place on or after January 1, 2009. Early adoption is prohibited. Accordingly,
a calendar year-end company is required to record and disclose business combinations following existing
accounting guidance until January 1, 2009. The Company will assess the impact of SFAS 141(R) if and when a
future acquisition occurs.

In December 2007, the FASB issued SFAS No. 160, “Noncontrolling Interests in Consolidated Financial
Statements—an amendment of ARB No. 517 (“SFAS 160). SFAS 160 establishes new accounting and reporting
standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. Before this
statement, limited guidance existed for reporting noncontrolling interests {(minority interest}. As a result,
diversily in practice exists. In some cases minority interest is reported as a liability and in others it is reported in
the mezzanine section between liabilities and equity. Specifically, SFAS 160 requires the recognition of a
noncontrolling interest (minority interest) as equity in the consolidated financials statements and separate from
the parent’s equity. The amount of net income attributable to the noncontrolling interest will be included in
consolidated net income on the face of the income statement. SFAS 160 clarifies that changes in a parent’s
ownership interest in a subsidiary that do not result in deconsolidation are equity transactions if the parent retains
its controlling financial interest. In addition, this statement requires that a parent recognize gain or loss in net
income when a subsidiary is deconsolidated. Such gain or loss will be measured using the fair value of the
noncontrolling equity investment on the deconsolidation date. SFAS 160 also includes expanded disclosure
requirements regarding the interests of the parent and its noncontrolling interests. SFAS 160 is effective for the
Company on January 1, 2009. Earlier adoption is prohibited. The Company is currently evaluating the impact, if
any, the adoption of SFAS 160 will have on its consolidated financial statements,

Other accounting standards that have been issued or proposed by the FASB or other standards-setting bodies
are not expected to have a material impact on the Company’s financial position, results of operations and cash
flows,

Note 2. Restrictions on Cash

To comply with banking regulations, the Bank is required to maintain certain average cash reserve balances.
The daily average cash reserve requirement was approximately $1,800,000 for both periods ending December 31,
2007 and December 31. 2006.
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Note 3. Investment Securities

Debt and equity securities have been classified in the consolidated balance sheets according to management’s
intent. The carrying amount of securities and their approximate fair values at December 31 follow:

Amortized Unl:ealized Unrealized
_ZE)I Cost Gains Losses Fair Yalue
Available for sale:
U.S. Treasury SeCUrities . ...........coouvnnn.... $ 099733 § 4856 $§ — § 1,004,589
Government-sponsored enterprises .. ......... .. ... 10,084,102 36,227 35,205 10,085,124
State and municipal securities .. ......... ... . ... 0,191,740 80,627 24,241 9,248,126
Corporate Securities . . ......vvur ..o 1 321,504 — 321,505
$20,275,576 $443,214 $59,446 $20,659,344
Held to maturity:
Government-sponsored enterprises .. .............. $ 1,250,000 $ 558 0% 711 % 1,249,847
State and municipal securities ........... ... ... .. 100,000 — 244 99,756
$ 1,350,000 §% 558 $ 955 $ 1,349,603
Amortized Unrealized Unrealized
ﬂ Cost Gains Losses Fair Value
Available for sale:
U.S. Treasury securities . ...........oovvmeeon... $ 2996996 § 218 $ 14810 $ 2,982,404
Government-sponsored enterprises ................ 12,283,146 6,305 216,771 12,072,680
State and municipal securities .. ....... ... ... ... 9,112,905 36,822 137,286 9,012,441
Corporate Securities . .. ... ... vvneineraaanan.. 250,001 481,454 — 731,455
$24,643,048 $524,799 $368,867 $24,798,980
Held to maturity:
Government-sponsored enterprises . ............... $ 1250000 § — § 12,752 § 1,237,248
State and municipal securities . .............. ... .. 289,933 51 1,879 288,105

$ 1,539,933 § 51 § 14,631 § 1,525,353

Government-sponsored enterprises, commonly referred to as U.S. Agencies, include investments in Federal
Farm Credit Banks, Federal Home Loan Banks, and Federal National Mortgage Association bonds. Restricted
equity securities, which are carried at cost, consist of investmenls in stock of the Federal Home Loan Bank of
Atlanta (“FHLB"™), and The Community Bankers Bank which are upstream correspondents of the Bank. The FHLB
requires financial institutions to make equity investments in the FHLB in order to borrow from it. The Bank is
required to hold that stock so long as it borrows from the FHLB. Both the Bank’s stock in The Community Bankers
Bank and the FHLB are restricted in the fact that the stock may only be repurchased by the issuer.

Investment securities with amortized cost of approximately $3,200,000 and $2,800,000 at December 31,
2007 and 2006, respectively, were pledged as collateral on public deposits and for other purposes as required or
permitted by law,

Gross realized gains and losses for the years ended December 31 are as follows:

2007 2006 2005
Realized aiNS .. ... oot e $—  5—  §7948
Realized 10SSES . .ottt nn e e s — — (750)

$— $— 37,198
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The scheduled maturities of securities available-for-sale and securities held-to-maturity at December 31,
2007, were as follows:

Available for Sale Held to Maturity
Amortized Amortized
Cost Fair Value Cost Fair Value
Dueinoneyearorless .......................... % 6,014,410 $ 6,003,486 $ 100,000 $ 99339
Dug after one year through live years ............... 10,014,201 10,052,978 950,000 949 884
Due after five years through tenyears ., ............ 3,892,661 3,928,505 300,000 300,380
Ducaftertenyears .. .......... . ... . 0iiiinnnn-. 354,304 674,375 — —

520,275,576  $20,659,344 $1,350,000 $1,345,603

The following tables detail unrealized losses and related fair values in the Bank’s investment securities
portfolio. This information is aggregated by the length of time that individual securities have been in a
continuous unrealized loss position as of December 31.

Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
2007
U.S. Treasury securities .............. 3 — % — 3 - 3% — 3 — % -
Government-sponsored enterprises .. ... — — 6,748,614 35916 6748614 35916
State and municipal securities ......... 351417 2,886 2911983 21,599 3,263,400 24485
Corporate securities ................. — — — — — —
Total temporarily impaired
SECUrities .. ..ot $ 351417 $ 2,886 $ 9,660,597 $ 57,515 $10,012,014 $ 60,401
Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrcealized
Fair Value Losses Fair Value Losses Fair Value Losses
2006
U.S. Treasury securities .............. $1.480436 $ 8972 % 992863 $§ 5,838 % 2,482,299 § 14,810
Government-sponsored enterprises ... .. 1,688,840 I1,159 10,614,782 218,364 12,303,622 229,523
State and municipal securities ......... 2,412,509 26,828 3,543,969 112,337 5,956,478 139,165
Corporate securities ................. — — — — — —
Total temporarily impaired
securities .. ..o $5,590,785 $46,959 $15,151,614 $336,539 $20,742,399 $383,498

Management considers the nature of the investment, the underlying causes of the decline in market value,
the severity and duration of the decline in market value and other evidence, on a security by security basis, in
determining if the dectine in market value is other than temporary. Management believes all unrealized losses
presented in the table above to be temporary in nature.

The Company does not believe that gross unrealized losses as of December 31, 2007, which is comprised of
39 investment securities, represent an other-than-temporary impairment. The gross unrealized losses reported
relale to investment securities issued by the United States Treasury, Government-sponsored enterprises, and
various state and municipal securities. Total gross unrealized losses, which represent 0.28% of the amortized cost
basis of the Company’s total investment securities, were attributable to changes in interest rates due to market
conditions and not due to the credit quality of the investment securities. The Company has both the intent and
ability to hold the investment securities for a period of time necessary to recover the amortized cost.
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Note 4. Loans Receivable

The major components of loans in the consolidated balance sheets at December 31 are as follows (in
thousands):

2007 2006

COMITIEICIAL . o - oo ottt et e e et e e e e $ 26,010 § 25400
Real estate:

Construction and land development . _................ .. ...c0.... 45,075 31418

Residential, 1-4 families ........ ..o i 66,339 63,461

Residential, 5 or more families ................ .. .. .. o ot 1,015 4,630

Farmland ... ... .ot e e s 9,964 9,922

Nonfarm, nonresidential . ... ... ..ot iiinrriaar s 73,013 61,060
Agricultural ... ... .. . e 195 199
003711 11=3 S 12,812 13,884
7T V<t Y — 1
0117 (ORI 3,310 2,068

237,733 212,043

Deferred loan fees ... ..ot i i e e (53) —
Allowance forloan losses . ... .. ... it in i (2,292) (2,502)

$235.388  $209,541

Loans receivable include $81,000 and $71,000 in overdraft demand deposit accounts at December 31, 2007
and 2006, respectively.

Note 5. Allowance for Loan Losses

Changes in the allowance for loan losses are as follows:

2007 2006 2605
Balance, beginning . ... ... ... ... ... . .00 $2,502,122  $2,271,074  $2,131,534
Provision charged toexpense ............. ... .. ..... 275,000 300,000 450,000
Recoveries of amounts chargedoff ................... 101,279 160,012 50,951
Amounts charged off . ...... ... ... ... i (586,784) (228,964) (361,411)
Balance,ending ................... ... ... ... $2,291.617 $2,502,122  $2,271,074
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The following is a summary of information pertaining to impaired and nonperforming loans at
December 31:

2607 2006
Impaired loans without a valuation allowance . . .................. $ 1,360,834 § 228.599
Impaired loans with a valuation allowance ...................... — 1,685.841
Total impaired loans . . ........ ... ... i $ 1,360,834 § 1,914,440
Valuation allowance refated to impaired loans ................... $ — § 384,600
Nonaccrual loans . ............ .. . . . e, $ 168,806 $ 1,556,790
Loans past due more than ninety days still accruing .............., 1,479,895 244,009
$ 1,648,701 $ 1,800,799

2007 2006 2005
Average investment in impairedloans .. ............. ... ... ... $ 834,802 $ 1,027,832 $§ 471,153
Interest income recognized fortheyear ......................... $ 32954 & 125954 % 21,304

Interest income recognized on a cash basis forthe year ............ $ 6,746 % 3,077 % —

The Company is not committed to lend additional funds to debtors whose loans have been modified or are

considered impaired.

Note 6. Property and Equipment

Components of property and equipment and total accumulated depreciation at December 31 are as follows:

2007 2006
Land . .o e $ 2,307,853 $1,121,389
Buildings and improvements . . .......... ... e 6,308,570 4,910,138
Fumiture and equipment . ... ... ... . . e 3,134,708 2,865,433
11,751,131 8,896,960
Less accumnlated depreciation ... ... ... ... . . .. 3,556,113 3,271,046
$ 8,195,018 $5625914

Depreciation expense for 2007, 2006, and 2005 was $635,931, $600,400, and $555,091 respectively.

Lessee Activities

The Bank leases out a portion of a branch facility to a third party in on a month-to-month basis. The lease
calls for monthly lease payments of $1,8635, plus cleaning services. The tenant expects to vacate in May 2008.
Rental income received related to this facility in 2007, 2006, and 2005 was $27,308, $26,412, and $28,887

respectively.

The Bank leases office space to Mountain Valley Title Insurance Agency, LLC in the amount of $6,000
annually and paid quarterly and to Rockbridge Title Services, LLC in the amount of $6,000 annually and paid

quarterly. These terms began in July 2005. Both of these companies are related party interests.

Aggregate rental income for 2007, 2006 and 2005 was $39,328, $39,012 and $35,387 respectively.
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Lessor Activities

The Bank leases locations for automated teller machines, storage and parking facilities under various
operating leases that calls for annual payments as follows:

2008 . e e e $ 6,300
2000 e e e e 3,550
.11 1 A S 2,250
7. 01 1 A S 300
200 e e e e —
N 3T 0= i (5 SR U —_
$12,400

Aggregate rental expense for 2007, 2006 and 2005 was $9,307, $3,916 and $2,243 respectively.

Note 7. Deposits

‘The aggregate amount of time deposits in denominations of $100,000 or more at December 31, 2007 and
2006 was $53,846,129 and $44,396,168 respectively.

At December 31, 2007, the scheduled maturities of time deposits are as follows:

2008 e e e e e $105,500,433
2000 e e e e e e 15,141,988
2000 e e 24,600,174
7.4 1 1 R 6,080,684
201 e e e e e e 9,129,311
Thereaf e . . . e e —
$160,452,590

Note 8. Short-Term Debt

The Company has established various credit facilities to provide additional liguidity if and as needed. At
December 31, 2007, these included unsecured lines of credit of approximately $17,000,000 and a secured line of
credit of approximately $10,000,000 with correspondent banks. At December 31, 2007 and 2006, $2,134,000 and
$1,341,000 in federal funds purchased were outstanding against one of the unsecured lines of credit.

Note 9. Fair Values of Financial Instruments

The estimated fair values of the Company’s financial instruments are as follows (dollars in thousands):

December 31, 2007 December 31, 2006
Carrying Carrying
Amount Fair Value Amount Fair Value
Financial assets
Cash and cashequivalents . .............. ..o .. $ 7680 % 7680 $ 8,258 % 87258
Interest-bearing deposits withbanks .................... 220 220 163 163
Investment securities, available forsale . ................ 20,659 20,659 24,799 24,799
Investment securities, held tomaturity .................. 1,350 1,350 1,540 1,525
Restricted equity securities .. .............. oL, 506 506 525 525
Loans, net of allowance for loanlosses ................. 235,380 226,332 209,541 199,097
Financial liabilities
DEPOSIlS ..o 248,106 246,813 227229 225412
Federal funds purchased ............................. 2,134 2,134 1,341 1,341
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Note 10. Earnings Per Share

The following table details the computation of basic and diluted earnings per share for each year ended
December 31.

2007 2006 2005
Net income available to common shareholders .................... $3,359,843 $3,477,055 $3,210,022
Weighted average common shares outstanding .................... 1,242,689 1,240,755 1,235,657
Effect of dilutive securities, options . ............ ... ....c.cvvn... 2,937 2,867 1,310
Weighted average common shares outstanding, diluted . ............. 1,245,626 1,243,622 1,236,967
Basic earnings pershare . ... ... . ... . . . . . . i i 5 270 % 280 3 2.60
Diluted earnings pershare . . ............. ... ... .. ... ..., $ 270§ 280 § 2.60

Note 11. Benefit Plans

Stock Based Compensation

The Company’s 1999 Stock Option Plan (the “Plan”) provides for the issuance of 10,000 options to its
employees to purchase shares of the Company’s common stock. The options can have an original term of up to
ten years with an exercise price equal to the market price of the common stock on the date of grant, as defined by
the Plan. The options vest immediately upon grant but may not be exercised for six months after issue. It is the
Company’s policy to issue new shares of stock for exercised options. At December 31, 2007, the weighted
average remaining contractual life of the outstanding options was 24 months. At December 31, 2007, all options
reserved under the plan had been granted.

The fair value of the Company’s stock options is estimated at the date of grant using the Black-Scholes
option-pricing model. This model requires the input of highly subjective assumptions, changes to which can
materially affect the fair value estimate. Additionally, there may be other factors that would otherwise have a
significant effect on the value of stock options granted but are not considered by the model. Because the
Company’s stock options have characteristics significantly different from those of traded options and because
changes in the subjective input assumptions can materially affect the fair value estimate, in management’s
opinion, the existing models do not necessarily provide a reliable single measure of the fair value of its stock
options at the time of grant.

All outstanding options vested prior to January 1, 2006, therefore, consistent with the prospective
application methodology, no compensation expense was recognized in 2007 or 2006. There was no unrecognized
compensation cost at December 31, 2007 and the adoption of SFAS No. 123R has had no effect on the financial
statements.
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A summary of the Company’s stock option activity, and related information for the years ended
December 31, is as follows:

Available Granted

For and
Grant Outstanding
Balance, December 31,2004 . . ... .. . . e 1,300 8,400
(€ 71711 1 KR P (1,300} 1,300
EXercised . ... ovii i e e — (200)
L 11 =« A — —
Balance, December 31, 2005 . . . e e i —_— 9,500
Granted . ..ot e e e e — —
| % G cos 1oy =11 DA RO O — (1,250)
Forfeited ... . e e s — —
Balance, December 31,2006 . ......... ... .. ... . . .. i — 8,250
(18] 721 117 =1« O — —
D g 1ot o A O — (1,550)
Forfeited . ..o o e e — —
Balance, December 31,2007 ... ... ... ... . . i — 6,700

Additional information relating to the Stock Option Plan is detailed below:

2007 2006 2005

Outstanding options at December 31:

Exercise price, beginning of the year(1) ............ .. ... ... it $22.33 $22.07 $21.62
Exercise price, end of year(1) ....... .. 0o oo 22,75 2233 $2207
Contractual term remaining inmonths(1) ......... ... ... ... ... ..o 24 36 48
Exercisable options outstanding at December 31:
11111571 6,700 8,250 9,500
Exercise price(1) ...ttt e e e $22.75 $22.33 $22.07
Contractual term remaining inmonths{1) .......... ... ... ... .. o 24 36 48
Weighted average exercise price of options:
Granted during the year . ... i e s $ — § — 82500
Exercisedduringthe year . . ........ . oo i $20.55 $20.36 $22.00
Forfeited during the Year ....... ... uiuuerin i, $— 38— & —
Expired during the YEar .. .........o.urirvrriiie i, $— 85— & —
Significant assumptions used in determining fair value of options granted:
Risk-fTee INtErest rate .. ... . vuurr et it it naa e e n/a n/a 4.29%
Expected lifeinyears ..., ... ... oot e n/a n/a 10
Expected dividends . ..... ... .o i e n/a n/a 2.35%
Expected volatility ... ... .. i e n/a n/a 13.68%

Grant-date fair value:
Options granted during the Year ... ....... ... it $ — $ — 84459

(1) Weighted average

The intrinsic value for options outstanding, all exercisable at December 31, 2007, was $95,475. The intrinsic
value for options exercised during 2007 was $28,400. The cash received from exercised options during 2007 was
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$31,850. The intrinsic value for options outstanding, all exercisable at December 31, 2006, was $195,278. The
intrinsic value for options exercised during 2006 was $25,250. The cash received from exercised options during
2006 was $25,450.

Defined Benefif Pension Plan

The Bank has a qualified, noncontributory, Defined Benefit Pension Plan, sponsored by the Virginia
Bankers Association, covering all eligible employees with six months of service who have attained the age of
twenty-one. Contributions to the plan are based on computations by independent actuarial consultants. The plan’s
assets include common stock, fixed income securities, short-term investments and cash. The benefits are
primarily based on years of service and earnings. The following table is a summary of the plan’s funded status
for September 30, 2007 and 2006, and the assumptions and components of net periodic benefit costs for the three
years in the period ended September 30, 2007.

2007 2006
Change in benefit obligation
Benefit obligation at beginning of year . ..... ... ... ... i a e $3,920,165 35 3,468,404
S EIVICE COSL . oottt e e s 278,147 272,727
LT ot ol ) 234 827 199,225
Actuarial (gain)/loss - . ... e e {152,681) 22,859
Benefits paid .. ... .. e (155,419) (43,050)
Benefit obligation atendof year ......... ... . ... ... . i $4,125,039 §$ 3,920,165
Change in plan assets
Fair value of plan assets at beginningof year .................. .. ........... $2,781,688 $ 2,410,373
Actual returnon plapassets . ... .. ... il 464,037 226,793
Employer contribution . ... ... 676,818 187,572
Benefits patd . ...... ..o e {155,419) (43,050)
Fair value of plan assetsatendof year ................. ... .. iiiiiin.. $3,767,124  § 2,781,688
Change in prepaid (eccrued) benefit cost
Prepaid (accrued) benefit cost, beginning . .............. ... .. ... .. o o $(130669) $ (13,978)
ContribUtIONS . ... e e e, 676,818 187,572
Pension CoSt ... . e e e (308,097) (304,263)
Prepaid (accrued) benefit cost, September 30 .. ... .. ... ... ... $ 238,052 $ (130,669
Funded status
Funded status, September 30 .. ... .. . e $ (357.915) $(1,138,477)
Unrecognized transitional net assets .. ...........c i iir i, — (958)
Unrecognized prior SEIVICE COSIS .. ... oottt i e a 6,114 7,644
Unrecognized net actwarial loss ... ... . . 589,853 1,001,122
Contribution paid, December . .. ... ... . 252985 676,818
Net amount recognized, December 31 ... .. ... .. ... ... . .., $ 491,037 $ 546,149
Recognized on balance sheet
101 T 131 S P $ 202,620 $§ 342,655
Other liabilities ... ... i i i e e (104.,930) (461,659
Accumulated other comprehensive loss, netoftax ........... ... 0. 393,338 665,153
Net amount recognized, December 31 . ... ... ... . ... . oo $ 491,037 § 546,149
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2007 2006 2005
Components of net periodic benefit cost
B EIVICE COSL o ottt e e e et e et e e e $ 278,147 $272,727 $ 238,929
TETESE COSE o« e e ettt e e e 234 827 199,225 161,038
Expected returnon planassets ..........covemn i (235,904) (204,575) (171,679
AMOrtzation . ... ... i e e 572 573 573
Recognized net actuarial (gain) loss ... ... ... .. il 30,453 36,313 24,883
Netperiodic benefitcost . ... e $ 308,097 $ 304,263 § 253,744
Weighted-average assumptions at September 30
Discount rate used for net periodic pensioncosl ........ ... . oaaoa. 6.00% 5.75% 6.00%
Discount rate used fordisclosure . ... ... ... L i i 6.25% 6.00% 5.75%
Expected returnon plan assels . ...... ... ... . i it 8.50% 8.50% 8.50%
Rate of compensation inCrease . ... i 5.00% 5.00% 5.00%

The accurnulated benefit obligation for the defined benefit pension plan was $2,189,021 and $2,035,947 at
December 31, 2007 and 2006.

No contributions are expected to be paid prior to September 30, 2008.

Estimated future benefit payments, which reflect expected future service, as appropriate, are as follows:

10/8/07-9/30/08 . . ... e $ 9340
LO/1A08-9/30/00 .. e 9,332
1OA1/09-9430/10 oo e e 9,383
TO/IA10-9/30/11 Lo e 9,603
L I L-0/30/ 12 e e 9.987
LO/12-0/30/ 17 o e 953,983

Long-term rate of return

The plan sponsor selects the expected long-term rate-of-return-on-assets assumption in consultation with
their investment advisors and actuary, and with the concurrence from their auditors. This rate is intended to
reflect the average rate of earnings expected to be earned on the funds invested or to be invested to provide plan
benefits. Historical performance is reviewed-—especially with respect to real rates of return (net of inflation)—
for the major asset classes held or anticipated to be held by the trust, and for the trust itself. Undue weight is not
given to recent experience—that may not continue over the measurement period—-with higher significance
placed on current forecasts of future long-term economic conditions,

Because assets are held in a qualified trust, anticipated returns are not reduced for taxes. Further—solely for
this purpose—the plan is assumed to continue in force and not terminate during the period during which assets
are invested. However, consideration is given to the potential impact of current and future investment policy,
cash flow into and out of the trust, and expenses (both investment and non-investment) typically paid from plan
assets (1o the extent such expenses arc not explicitly estimated within periodic cost).
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Asset allocation

The pension plan’s weighted-average asset allocations at September 30, 2007 and 2006, by asset category
are as follows:

2007 2006
Asset Category

Mutual funds—fixedincome . ... .. ... . . ... e 2% 21%

Mutual funds—equity .. ... ..o e 4% T1%

1 1 4% 8%

Total L e 100% 100%

The trust fund is sufficiently diversified to maintain a reasonabie level of risk without imprudently
sacrificing return, with a targeted asset allocation of 25% fixed income and 75% equities. The Investment
Manager selects fund managers with demonstrated experience and expertise and funds with demonstrated
historical performance for the implementation of the Plan’s investment strategy. The Investment Manager
considers both actively and passively managed investment strategies and allocates funds across the asset classes
to develop an efficient investment structure.

It is the responsibility of the Trustee to administer the investments of the Trust within reasonable costs,

being careful to avoid sacrificing quality. These costs include, but are not limited to, management and custodial
fees, consulting fees, transaction costs and other administration costs chargeable to the Trust.
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Post Retirement Health Insurance

The Company sponsors a post retirement health care plan for certain retired employees. The health plan has
an annual limitation (a “cap”) on the dollar amount of the employer’s share of the cost of covered benefits
incurred by a plan participant. The retiree is responsible, therefore, for the amount by which the cost of the
benefit coverage under the plan incurred during a year exceeds that cap. No health care cost increases have been
factored into the health plan’s actuarial calculations due to this cap. The plan remains frozen with coverage
continuing for nine existing retiree participants. The following tables summarize the Bank’s post retirement plan
obligations, assets, funded status, and the assumptions and components of net periodic benefit costs using a
measurement date of December 31, 2007. For periods prior to the adoption of SFAS No. 158, balance sheet items
were considered to be insignificant and expenses were recorded at cost when incurred.

2007 2006
Change in benefit obligation
Benefit obligation at beginning of year ......... ... ... i $ 228,411 $ 235546
IMEETEST COSE - o o v vt s e e ettt ettt e e e e e e e s e 12,922 13,422
ACIArial 1085 « o oo e e e e s 1,422 3,143
Benefits paid . .. ..o (24,165) (23,700}
Benefit obligation atend of year ........ ... ... i $ 218,590 $ 228411
Change in plan assels
Fair value of plan assets at beginningof year . ....................... . ... $ — % —
Employer contribution .. ... ... 24,165 23,700
Benefits paid . ... .. cn et e (24,165)  (23,700)
Fair value of plan assets atend of year ... ... ... .oooieiie i iiiiians $ — —
Funded status
Funded status, December 31 ... ... e $(218,590) $(228.411)
Unrecognized transition obligation ........... ..o i i 206,102 220,824
Unrecognized actuarial 1oss . ....... . i 4,565 3,143
Net amount reCOZMZED . . . ..o i i vttt s $ (7,923) $ (4,444)
Recognized on balance sheet
LB ASSEES « « v v v et e e et e e e e e $ 71,627 § 76,149
Other Habilities . .. ..ottt e e s e e (218,590) (228411)
Accumulaied other comprehensive loss .. ... ... .. L i 139,040 147,818
Net amount recoOgIzed . . ... ..ottt e e $ (7.923) § (4,444)
Components of net periodic benefit cost
TIERIESE COSE & v v v e e e e e et e e e e e et et e e e e e e e e e e e $ 12922 § 13422
Amortization of net obligation at transition .......... ... . ... . i 14,722 14,722
Net periodic postretirement benefitcost . . ..o $ 27644 $ 28,144

The Bank expects to recognize amortization of transition obligation of $14,722 in 2008.

The discount rate in determining the benefit relating to the untrended post retirement health care plan at
December 31, 2007, was assumed to be 6.00%.

Employer contributions are expected to be $26,100 in 2008.
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Estimated future benefit payments to the plan are as follows:

2008 e e $24,600
200D e 21,139
20 L e 20,649
7 ) 20,132
A 19,585
20012200 e 88,741

Deferred Compensation Plan

Funded deferred compensation plans have been adopted for certain members of the Board of Directors and
executive employees. The corresponding assets and liabilities of the plans at December 31, 2007 were valued at
$131,825 for the Director Plan and $278,274 for the Executive Plan and are held by a third party through the
Virginia Bankers Association.

Profit Sharing/Thrift Plan

The Company provides a profit sharing/thrift plan for its employees to which contributions are made at the
discretion of the Board of Directors. The plan also allows for pretax employee contributions of up to the
maximum allowed by the Internal Revenue Service. The Company will match up to 50% of the first 6%
contributed by the employee. Employer contributions to the plan amounted to $117,816, $108.,485, and $124,99]
in 2007, 2006, and 2003, respectively.

Note 12. Income Taxes
Current and Deferred Income Tax Components

The components of income tax expense (all Federal) are as follows:

2007 2006 2005
o $1,558,084  $1,586,570  $1,566,950
DEEITed . . oo (8,943) (13.681)  (122.372)

$1,549,141  $1,572,889  $1,444,578

Rate Reconciliation

A reconciliation of income tax expense computed at the statutory federal income tax rate to income tax
expense included in the statements of income fotlows:

2007 2006 2005
Tax at statutory federal rate ... ...................... $1,669,055 $1,716,981  $1.582,564
Tax exempt interest inCome .................vuunnnn (119,375) {133,270) (129,743)
Other . (539) (10,822) (8,243)

$1,549,141  $1,572,889  $1,444,578
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Deferred Income Tax Analysis

The significant components of net deferred tax assets (ali Federal) at December 31 are summarized as
follows:

2007 2006
Deferred tax assets
Allowance for 10an 10Sses .. ...\ ie it e $ 603932 $ 688,718
Deferred compensation . .......... ... . . i i 104,749 87.802
Defined benefitplan ....... ... ... . o i 202,629 342,655
Post retirement health benefits . ....... ... .. ... ... .. .. ... 71,627 76,149
Investment in pass-through entities .. ... ... ... ... ... ... 41,035 —
Other .o e e 35,925 29,829
Deferred tax a5SeLS .t e it it e e 1,059,897 1,225,153
Deferred tax liabilities
Net unrealized appreciation on securities available forsale . ... .. .. {130,481) (53,017
Deprecialion .. ....... .t e (224,502) (239,847)
Accretion of discount ob investment securities ................. (4,398) (3,751)
Accrued PENSION COSIS ... .ottt (166,953) (185,691)
0T 3-3GO (11,140) (7.356)
Deferred tax fiabilities . ... ... ... . . i i (537,.474) (489,662)
Net deferred tax asset . ... ..ot oo e $ 522423 § 735491

The Company had analyzed the tax positions taken or expected to be taken in its tax returns and concluded it
has no liability related to uncertain tax positions in accordance with FIN 48.

Note 13. Commitments and Contingencies
Litigation
In the normal course of business the Company is involved in various legal proceedings. After consultation

with legal counsel, management believes that any liability resulting from such proceedings will not be material to
the consolidated financial statements.

Financial Instruments with Off-Balance-Sheet Risk

The Company is party to financial instruments with off-balance-sheet risk in the normal course of business
to meet the financing needs of its customers. These financial instruments include commitments to extend credit
and standby letters of credit. These instruments involve, to varying degrees, credit risk in excess of the amount
recognized in the consolidated balance sheets.

The Company’s exposure to credit loss in the event of nonperformance by the other party for commitments
to extend credit and standby letters of credit is represented by the contractual amount of those instruments. The
Company uses the same credit policies in making commitments and conditional obligations as for on-balance-
sheet instruments. A summary of commitments at December 31 is as follows:

2007 2006
Commitments toextendcredit ......... .. ... ..ot $36,875,000  $35,176,000
Standby letters of credit .......... ... ... ..ol 6,268,000 3,374,000

$43,143,000  $38,550,000
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Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination
clauses and may require payment of a fee. Since many of the commitments are expected to expire without being
drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The Company
evaluates each customer's creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed
necessary upon extension of credit, is based on management’s credit evaluation of the party. Collateral held
varies, but may include accounts receivable, inventory, property and equipment, residential real estate and
income-producing commercial properties.

Standby letters of credit are conditional commitments issued by the Company to guarantee the performance
of a customer to a third party. Those guarantees are primarily issued to support public and private borrowing
arrangements. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loan facilities to customers. Collateral held varies as specified above and is required in instances which
the Company deems necessary.

Concentrations of Credit Risk

Substantially all of the Company’s loans, commitments to extend credit, and standby letters of credit have
been granted to customers in the Company’s market area and such customers are generally depositors of the
Bank. Investments in state and municipal securities involve governmental entities within and outside the
Company’s market area. The concentrations of credit by type of loan are set forth in Note 4. The distribution of
commitments to extend credit approximates the distribution of loans cutstanding. Standby letters of credit are
granted primarily to commercial borrowers. Although the Company has a reasonably diversified loan portfolio, a
substantial portion of its debtors’ ability to honor their contracts is dependent upon economic conditions in and
around Botetourt, Roanoke, Rockbridge and Franklin counties, Virginia. The Company has a loan concentration
relating to construction and land development, lumber and timber, and hotel and motels. Total loans and loan
commitments to these industrial groups amounted to approximately $52,000,000, 37,000,000, and $19,000,000
respectively at December 31, 2007,

The Company from time to time has cash and cash equivalents on deposit with financial institutions which
exceed federally-insured limits.

Note 14, Regulatory Restrictions
Dividends

The Company’s dividend payments are made from dividends received from the Bank. The Bank, as a
Virginia banking corporation, may pay dividends only out of its retained earnings. However, regulatory
authorities may limit payment of dividends by any bank when it is determined that such a limitation is in the
public interest and is necessary to ensure financial soundness of the Bank.

Capital Requirements

The Company (on a consolidated basis) and the Bank are subject to various regulatory capital requirements
administered by federal banking agencies. Failure to meet minimum capital requirements can initiate certain
mandatory (and possibly additional discretionary) actions by regulators that, if undertaken, could have a direct
material effect on the Company’s and the Bank’s financial statements. Under capital adequacy guidelines and the
regulatory framework for prompt corrective action, the Company and the Bank must meet specific capital
guidelines that involve quantitative measures of their assets, labilities, and certain off-balance-sheet items as
calculated under regulatory accounting practices. The capital amounts and classification are also subject to
qualitative judgments by the regulators about components, risk weightings, and other factors.
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Notes to Consolidated Financial Statements

Quantitative measures established by regulation to ensure capital adequacy require the Company and the
Bank to maintain minimum amounts and ratios (set forth in the table betow) of total and Tier | capital to risk-
weighted assets, and of Tier 1 capital to average assets, as all those terms are defined in the regulations.
Management believes, as of December 31, 2007, that the Company and the Bank met all capital adequacy

requirements to which they are subject.

As of the most recent notification, the Federal Deposit Insurance Corporation categorized the Bank as weil
capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized,
an institution must maintain minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios as set forth in
the following table. There are no conditions or events since the notification that management believes have

changed the Bank’s category.

The Company and Bank’s actual capital amounts and ratios are also presented in the table (in thousands

except for percentages).

December 31, 2007:
Total Capital
(to Risk-Weighted Assets)

Consolidated .............
Bank of Botetourt .. ........

Tier I Capital
(to Risk-Weighted Assets)

Consolidated .............
Bank of Botetourt . .........

Tier 1 Capital
(to Average Assets)

Consolidated .............
Bank of Botetourt . .........

December 31, 2006:
Total Capital
(to Risk-Weighted Assets)

Consolidated .............
Bank of Botetourt . .........

Tier |1 Capital
(to Risk-Weighted Assels)

Consolidated .............
Bank of Botetourt . ... ......

Tier 1 Capital
(to Average Assels)

Consolidated .............
Bank of Botetourt . . ........

Intercompany Transactions

Minimum
To Be Well

Minimum Capitalized Under

For Capital Prompt Corrective

Actual Adequacy Purposes  Action Provisions
Amount  Ratio Amount  Ratio Amount Ratio
$29,019 124% $18731 8.0% nfa  na
$27,620 11.8% $18,706 8.0% $23,383 10.0%
$26,727 114% $ 9,365 4.0% na nfa
$25,328 10.8% $ 9,353 4.0% $14030 6.0%
$26,727 99% $11,243 4.0% nfa nfa
$25328 94% $11,189 4.0% $13986 5.0%
$26,813 13.1% $16340 8.0% nfa nfa
$25413 12.5% $16319 8.0% $20.399 10.0%
$24311 119% $ 8,170 4.0% n/a n/fa
$22911 112% $ 8,160 4.0% $12,239 6.0%
$24311 98% $ 9904 4.0% nfa nfa
$22911 93% $ 9850 4.0% $12313 50%

The Bank’s legal lending limit on loans to the Company are governed by Federal Reserve Act 23A, and
differ from legal lending limits on loans to external customers. Generally, a bank may lend up to 10% of its
capital and surplus to its Parent, if the loan is secured. If collateral is in the form of stocks, bonds, debentures or
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similar obligations, it must have a market value when the loan is made of at least 20% more than the amount of
the loan, and if obligations of a state or political subdivision or agency thereof, it must have a market value of at
least 10% more than the amount of the loan. If such loans are secured by obligations of the United States or
agencies thereof, or by notes, drafts, bills of exchange or bankers’ acceptances eligible for rediscount or purchase
by a Federal Reserve Bank, requirements for collateral in excess of the loan amount do not apply. Under this
definition, the legal lending limit for the Bank on loans to the Company was approximately $2,600,000 at
December 31, 2007. No 23A transactions were deemed to exist between the Company and the Bank at

December 31, 2007.

Note 15. Transactions with Related Parties

The Company has entered into transactions with its directors, significant shareholders and their affiliates
(related parties). Such transactions were made in the ordinary course of business on substantially the same terms
and conditions, including interest rates and collateral, as those prevailing at the same time for comparable
transactions with other customers, and did not, in the opinion of management, involve more than normal credit
risk or present other unfavorable features.

Aggregate loan transactions with related parties were as follows:

2007 2006
Balance, beginning . ....... ... .. . . . . . . . . e $ 2,127,239  $ 2,267,229
NeW J0aNS .« ..o e 7,447,531 7,228,840
Repayments ... ... .. ... . .. i e (7,463,806) (7,368,830}
Balance,ending . ..... ... . ... .. . . . ... e, $2,110,964 §2,127239

Deposit transactions with related parties at December 31, 2007 and 2006 were insignificant.
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Note 16. Parent Company Financial Information

Condensed financial information of Botetourt Bankshares, Inc. is presented as follows:

Balance Sheets
December 31, 2007 and 2006
2007 2006
Assels
Cashanddue frombanks .. ... .. it i e e 3 30,247 § 33,076
Investment securities held tomaturity .. ..... ... ... .. o i e, 1,350,000 1,350,000
Investment in affiliate bank atequity ........ ... ... ... . . 25,052,315 22222747
[0 1T ) T3 L PO R 18,828 16,969
TOtA] BSSEES v v ot e e e e s e e e e e e e $26,451,390 $23,622,792
Liabilities
Total HabiliHes .. oottt ot e e e e e 3 — % —
Stockholders’ equity
COmMMOR SI0CK © o oot i e et e 1,243,300 1,241,750
Additional paid-in capital ......... ... . i 1,577,284 1,546,984
Retained €arnings ........ ... coiiiiiiii it i 23,909.897 21,544,114
Accumulated other comprehensive loss ... ... . i (279,091) (710,056)
Total stockholders’ equity . ......... ... . oo 26,451,390 23,622,792
Total liabilities and stockholders” equity . ........ ... ... . o iun. $26,451,390 $23,622,792
Statements of Income
For the years ended December 31, 2007, 2006 and 2005
2007 2006 2005
Income
Dividends from affiliate bank .......... ... ... ... ... ... ... $ 994060 $§ 893,240 3 741,401
Interest on taxable securities . . ... i i e 56,623 41,624 34,024
Interest on tax exempt SECUrities .. ....... v vran e 3,350 6,303 12,400
1,054,033 041,167 787,825
Expenses
Operaling eXpenses . ... .....iuuuiineernnnrrinrrrannnnns 63,419 53,629 31,409
Income before taxes and equity in undistribuied income of
AffTHALE .o 990,614 887,538 756,416
Income tax (benefit) expense .. ........ ... ... ... oL (2,476) {4,4553) 1,090
Income before equity in undistributed income of affiliate .. ...... 993,090 891,993 755,326
Equity in undistributed income of affiliate .. ................. ..., 2,366,753 2,585,062 2,454,696
NetiNCOME ...t e e e $3,359,843 $3,477,055 $3,210,022
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Statements of Cash Flows
For the years ended December 31, 2007, 2006 and 2005

007 2006 2005

Cash flows from operating activities
Netincome . ...ttt $ 3,359,843 $3477055 § 3,210,022
Adjustments to reconcile net income to net cash provided by
operating activities:

Equity in undistributed income of affiliate .............. (2,366,753} (2,585,062) (2.454,696)
Net increase (decrease) in other liabilities .............. — {(1,080) 276
Net (increase) decrease in otherassets . ................ (1,859 (4,606) 418
Net cash provided by operating activities ........... 991,231 886,297 756,020
Cash flows from investing activities
Purchases of investment securities ... ...... . .c.ooeneno. ... (1,250,000) (200,000) (200,000)
Marturinies of investment securities ........................ 1,250,000 200,000 200,000
Increase ininvestmentinBank .............. ... ... ....... (31,850) (37.862) (156,157)
Net cash used in investing activities ............... (31,850) (37,862) (156,157)
Cash flows from financing activities
Dividendspaid . ........ ... .. . (994,060) (893,240 (741,401
Common stockissued ... .. . i 31,850 37,862 156,157
Net cash used by financing activities .............. (962,210) (855,378) {585,244)
Net increase {(decrease) in cash and due from banks . . . (2,829 (6,943) 14,619
Cash and cash equivalents, beginning ... ... ... ............... 33,076 40,019 25,400
Cash and cash equivalents,ending ........................... $ 30247 $ 33076 $ 40019

Note 17. Subsequent Events
Commitment and Branch Opening

On January 2, 2008, the Bank signed a contract with Structures Design/Build, LLC for the renovation of its
bank building located at 9 Lloyd Tolley Road in Natural Bridge Station, Virginia. The estimated renovation cost
is $56,939. Combined with the heating unit, permanent signage, automated teller machine, and landscaping, the
total estimated project cost is $131,534. The project will be funded through the Bank’s retained earnings. The
renovation was completed during the first quarter. Effective January 17, 2008, the Bank received regulatory
approval of its branch application. The branch opened on February 8, 2008.

Declaration of Cash Dividend

On January 23, 2008, the company declared a first quarter $0.21 dividend per common share on
February 10, 2008 to sharecholders of record on January 23, 2008.

Subsidiary Stock Exchange

Buchanan Service Corporation’s, a subsidiary of Bank of Botetourt, investment in Bankers Investments
Group, LLC will be merged into Infinex Financial Group via a stock exchange transaction. The members of
Bankers Investments Group, LLC approved the merger on December 5, 2007. Following the due diligence
process, regulatory approval is expected during the first quarter of 2008. The conversion process, including the
execution of shareholder agreements, will be completed during the second quarter of 2008. The stock conversion
will be based on market value on the deemed execution date. The transaction is not expected 1o have a material
impact on the Company’s financial statements.

60




Item 9. Changes In and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A(T). Controls and Procedures

As of the end of the period to which this report relates, the Company has carried out an evaluation, under the
supervision and with the participation of the Corporation’s management, including the Chief Executive Officer
and Chief Financial Officer, of the effectiveness of the design and operation of our disclosure controls and
procedures in accordance with Rule 13a-15(b) of the Securities Exchange Act of 1934 (the “Exchange Act”).
Based on that evaluation, the Chief Executive Officer and Chief Financial Officer concluded that our disclosure
controls and procedures were effective in enabling us to record, process, summarize and report effectively and in
a timely manner the information required to be disclosed in reports we file under the Exchange Act.

The design of any system of controls is based in part upon certain assumptions about the likelihood of future
events. There can be no assurance that any design will succeed in achieving its stated goal under every potential
condition, regardless of how remote. In addition, the operation of any system of controls and procedures is
dependent upon the employees responsible for executing it. While we have evaluated the operation of our
disclosure controls and procedures and found them effective, there can be no assurance that they will succeed in
every instance to achieve their objective.

Management’s Annual Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in the Exchange Act Rules 13a-15(f). A system of internal control over
financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally accepted
accounting principles.

Under the supervision and with the participation of management, including the principal executive officer
and the principal financial officer, the Company’s management has evaluated the effectiveness of its internal
control over financial reporting as of December 31, 2007 based on the criteria established in a report entitled
“Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission” and the interpretive guidance issued by the Securities and Exchange Commission in Release
No. 34-55929. Based on this evaluation, the Company’s management has evaluated and concluded that the
Company’s internal control over financial reporting was effective as of December 31, 2007.

The Company is continuously seeking to improve the efficiency and effectiveness of its operations and of its
internal controls. This results in modifications to its processes throughout the Company. However, there has been
no change in its internal control over financial reporting that occurred during the Company’s most recent fiscal
quarter that has materially affected, or is reasonably likely to materially affect, the Company’s internal control
over financial reporting.

This annual report does not include an attestation report of the Company’s independent registered public
accounting firm regarding internal control over financial reporting. The Company’s registered public accounting
firm was not required to issue an attestation on its internal controls over financial reporting pursuant to temporary
rules of the Securities and Exchange Commission.

Item 9B. Other Information

None.
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PART IlI

Item 10. Directors, Executive Officers, and Corporate Governance

The information required by Item 10 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2008, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference,

Item 11. Executive Compensation

The information required by ltem 11 of Form 10-K appears in the Company’s proxy staterent for its annual
meeting of stockholders in 2008, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by Item 12 of Form {0-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2008, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.

Item 13. Certain Relationships and Related Transactions, and Director Independence

The information required by Item 13 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2008, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.

Item 14. Principal Accounting Fees and Services

The information required by ltem 14 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2008, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.
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PART IV

Item 15. Exhibits, Financial Statements Schedules
(a) The following documents are filed as part of this Report:
t. Financial Statements

Report of Independent Registered Public Accounting Firm
Consolidated Balance Sheets as of December 31, 2007 and 2006
Consolidated Statements of Income for the three years ended December 31, 2007, 2006 and 20035
Consolidated Statements of Changes in Stockholders’ Equity for the three years ended
December 31, 2007, 2006 and 2005
Consolidated Statements of Cash Flows for the three years ended December 31, 2007, 2006 and
2005
Notes to Consolidated Financial Statements

2. Financial Statement Schedules:

All schedules are omitted as the required information is inapplicable or the information is
presented in the Consclidated Financial Statements or related notes.
3. Exhibits:

33)(1) Restated Articles of Incorporation filed on Schedule 14 A on March 30, 2007
and confirmed on Form 8-K on June 7, 2007.

3D Bylaws filed on the Form 10-SB 12G on April 30, 2002.

10.(1),(2) Change In Control Agreement filed as Exhibit 10.4 on the Form 10-SB 12G on
April 30, 2002.

10.(1) Defined Benefit Plan filed as Exhibit 10.5 on the Form 10-SB 12G on April 30,

2002

13. Annual Report to Shareholders

311 Certification of Chief Executive Officer pursuant to Rule |3 a-14(a) under the
Securities Exchange Act of 1934

31.2 Certification of Chief Financial Officer pursuant to Rule 13 a-14(a) under the
Securities Exchange Act of 1934

32. Certification of Chief Executive QOfficer and Chief Financial Officer pursuant to
18 U.S.C. Section 1350, as adopted Pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002

99.2 Code of Ethics/Conflict of Interest Policy For Board of Directors

Relating To Bank Bribery Act Of 1985 (18 U.S.C. #215) As Amended In 1986
on Form 10-KSB on March 23, 2006.

99.3 Code of Ethics & Professional Conduct For All Employees Relating To Bank
Bribery Act Of 1985 (18 U.S.C. #215) As Amended In 1986 on Form 10-KSB
on March 23, 2006.

994 Code of Ethics for Chief Executive Officer and Senior Financial Officers
Relating To Bank Bribery Act Of 1985 (18 U.S.C. #215) As Amended In 1986
on Form 10-KSB on March 23, 2006.

{b) Response to this item is the same as [tem 15(a).

{c) Response to this item is the same as Item 15(a).

(1} Incorporated by Reference
(2) Designates a Management Contract
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SIGNATURES

In accordance with Section 13 or 15 (d) of the Securities Exchange Act of 1934, the registrant has caused
this report 1o be signed on our behalf by the undersigned, thereunto duly authorized.

BOTETOURT BANKSHARES, INC.

Date: March 27, 2008 By: /s/  H. WAaTTS STEGER, I1I
Name: H. Watts Steger, [11
Title: Chairman and Chief Executive Officer
By: /s!/  MICHELLE A. ALEXANDER
Name: Michelle A. Alexander
Title: Senior Vice President and Chiefl Financial Officer
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EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER

I, H. Watts Steger, III, certify that:

1 have reviewed this annual report en Form 10-K of Botetourt Bankshares, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state 2 material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

b) designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under supervision to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes
in accordance with generally accepted accounting principles;

¢) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presenied in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

5. ‘The registrant’s other certifying officer and [ have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 27, 2008 By: fs/  H. WATTS STEGER, Il

H. Watts Steger, I11
Chief Executive Officer




EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER

I, Michetle A. Alexander, certify that:

I have reviewed this annual report on Form 10-K of Botetourt Bankshares, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and [ are responsible for establishing and maintaining
disclosure controls and procedures {as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal contro] over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and
procedures 1o be designed under our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

b) designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under supervision 1o provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes
in accordance with generally accepted accounting principles;

¢) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluvation; and

d) disclosed tn this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and [ have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 27, 2008 By: /s/  MICHELLE A. ALEXANDER

Michelle A. Alexander
Chief Financial Officer




EXHIBIT 32

CERTIFICATION OF CHIEF EXECUTIVE OFFICER AND
CHIEF FINANCIAL OFFICER PURSUANT TO 18 US.C. § 1350

In connection with the Annual Report on Form 10-K for the period ended December 31, 2007 (the “Form
10-K”) of Botetourt Bankshares, Inc. (the “Company”), we, H. Watts Steger, III, Chief Executive Officer and
Michelle A. Alexander, Chief Financial Officer of the Company, hereby certify pursuant to {8 U.S.C. § 1350, as
adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, to our knowledge:

(a) the Form 10-K fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934, as amended; and

(b) the information contained in the Form 10-K fairly presents, in all material respects, the financial
condition and results of operations of the Company as of and for the periods presented in the Form

10-K.
By: /s/ H. WATTS STEGER, lil Date: March 27, 2008
H. Watts Steger, III
Chiefl Executive Officer
By: fs/ MICHELLE A. ALEXANDER

Michelle A. Alexander
Chief Financial Officer







